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T r a n s c r i p t  of F e d e r a l  Open Market Committee Meet ing
o f  September 2 2 ,  1 9 8 7  

CHAIRMAN GREENSPAN. Good morning ,  a l l .  

SEVERAL ( i n  u n i s o n ) .  Good morning.  

CHAIRMAN GREENSPAN. Would somebody be good enough t o  move 
t h e  minu tes?  

S P E A K E R ( ? ) .  I move. 

V I C E  CHAIRMAN CORRIGAN.  Second. 

CHAIRMAN GREENSPAN. O b j e c t i o n s ?  Approved. Mr. C r o s s .  

MR. CROSS. [ S t a t e m e n t - - s e e  Appendix.]  

CHAIRMAN GREENSPAN. Comments? Any mot ions?  

MS. SEGER. May I a s k  j u s t  one q u e s t i o n ?  

CHAIRMAN GREENSPAN. S u r e .  

MS. SEGER. How much a c t u a l  t r a d i n g  i s  go ing  on i n  t h e  
f o r e i g n  exchange marke t  f o r  what I would c a l l  c o r p o r a t e  b u s i n e s s  u s e ?  
I n  o t h e r  words ,  n o t  j u s t  t r a d i n g  f o r  t h e  s a k e  of  t r a d i n g  b u t  f o r - -

MR. CROSS.  R igh t  now w e  have t h e  f e e l i n g  t h a t  c o r p o r a t i o n s  
a r e  n o t  d o i n g  v e r y  much. I t  v a r i e s  a g r e a t  d e a l ,  of  c o u r s e ,  b u t  
t y p i c a l l y  t h e  t o t a l  t u r n o v e r  i n  t h e  marke t  i s  many, many m u l t i p l e s  of 
what t h e  f i n a l  u s e r s  g e t .  I t  may be 10  t imes a s  much. But r i g h t  a t  
t h e  moment w e  d o n ’ t  g e t  a s e n s e  o f  a l o t  o f  c o r p o r a t e  a c t i v i t y  t a k i n g
p l a c e .  I t  may be  t h a t  t h e y  a r e  h o l d i n g  o f f ,  f o r  t h e  k ind  of r e a s o n s  
t h a t  I ment ioned .  I t  may be  t h a t  t h e y  a r e  w a i t i n g  t o  s e e  if a n y t h i n g  
emerges o u t  o f  t h e s e  d e a l i n g s  around the t i m e  o f  t h e  IMF m e e t i n g .  Or,  
from what I h e a r  t h i s  morning,  t h e r e  i s  some e x p e c t a t i o n  b e i n g  t a l k e d  
abou t  t h a t  t h e  G - 7  might  do one t h i n g  o r  a n o t h e r  t h a t  would g i v e  some 
g r e a t e r  s t r e n g t h  t o  t h e  d o l l a r .  They may be h o l d i n g  of f  f o r  these 
k i n d s  o f  r e a s o n s .  

MS. SEGER. I remember b e f o r e  when t h e r e  was a l l  t h i s  
t u r b u l e n c e ,  a l o t  of c o r p o r a t e  t r a d e r s  d i d  j u s t  s o r t  of s i t  i t  o u t  and 
h o l d  o f f  on d e c i s i o n s .  

MR. C R O S S .  A t  t i m e s  t h e y  do t h i s .  They can  be  v e r y  b i g
p l a y e r s  i n  t h i s  game, t o o ,  and t h e y  can  do a l o t  o f  churn ing
themse lves .  

V I C E  CHAIRMAN CORRIGAN.  I n  g e n e r a l ,  based on a number of 
t h e s e  p e r i o d i c  s u r v e y s  t h a t  have been done.  t h e  t h i n k i n g  i s  t h a t  t h e  
p e r c e n t a g e  of  t r a n s a c t i o n s  t h a t  w i l l  i n  some s e n s e  be  r e l a t e d  t o  t h e  
u n d e r l y i n g  exchange of goods i s  v e r y ,  v e r y  s m a l l .  

MS. SEGER. That  i s n ’ t  what I would s u g g e s t  a t  a l l .  I am 
j u s t  t r y i n g  t o  s e n s e  what t h e  a t t i t u d e s  i n  c o r p o r a t e  America might  b e .  
No, I d o n ’ t  t h i n k - -
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MR. CROSS. This always seems to be a pretty important time 
for an assessment. We have the sense that they come back after Labor 
Day and reassess their position: and they may be doing that right now. 
Frequently, in recent years, we have seen trends begin shortly after 
the summer holidays and after Labor Day. As I said. it may be that 
they are holding off to see if anything emerges from these meetings 
next week. 

MR. GUFFEY. There is some comment in the press saying that 

the G-10 or the G-7 had adjusted their target levels from 140 or 160 

to 131.50. Is that rumor, or is that--? 


MR. CROSS. That’s total conjecture. There was a rumor last 

week of exactly that--that the target range had moved down. And then 

there was a rumor two days later that it had moved up. The dollar 

went down a little when the first rumor occurred and moved back up a 

little when the second rumor occurred. But these are all purely

imaginative. 


CHAIRMAN GREENSPAN. I have a motion: do I have a second? 


MS. SEGER. Second. 


CHAIRMAN GREENSPAN. Without objection, we’ll assume the 

transactions are now ratified. Mr. Sternlight. 


MR. STERNLIGHT. Thank you, Mr. Chairman. [Statement--see

Appendix.I 

CHAIRMAN GREENSPAN. Any questions for Mr. Sternlight? 


MR. MELZER. Peter, you reported on the first 11 days: there 
is apt to be a pretty large borrowing spike Wednesday. How would you 
expect that to be interpreted in this environment? This is a period
that has had some technical problems with the tax date, so I guess you 
are not going to be able to conclude much from that either. 

MR. STERNLIGHT. I wouldn’t be surprised if there were some 
kind of a spike. I don’t know what the average would work out to be. 
We’ll be seeking to put in reserves. so that if our estimates are 
close and our estimates of the demand for excess are close, the 
average will come out around the $600 million level. There is always 
an element of uncertainty as to just how far a spike takes you. But I 
think there is a lot of realization in the market that this is a very
difficult period for reserve management. 

MR. JOHNSON. Peter. you mentioned the market being nervous. 
I agree that there is still some of that, but I think we did achieve-. 
though I realize it hasn’t been fantastic--someflattening in the 
yield curve out of the discount rate move. Even though the long end 
went up to around 9 . 8 0  percent at one point. it has settled down 
around 9 . 6 0  percent: and we have seen a larger move on the short end 
of the market than we have on the long end, even though it has 
fluctuated. 

MR. STERNLIGHT. I think if you measure it just from the time 

the discount rate moved, there would be some flattening. The short 

rates came up more than long rates. I think if you looked at the 
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whole intermeeting period, it is about similar at the short and long
end of--

MR. JOHNSON. I wouldn’t do that because [unintelligible] it 

could have been some fear of Fed tightening preceding it. But I think 

the tone seems to be more inflation fears or psychology, or the 

dollar, and everything else, more than just--. I don’t know how you 

sort all this out. But still it does appear that there has been some 

flattening achieved. 


MR. STERN. On the other side of that coin, and at the risk 

of some overstatement. I had the impression that the discount rate 

change was received with a combination of indifference and resignation 

more than anything else. Could you comment on that? 


MR. STERNLIGHT. I am not sure what to say. I wouldn’t say
that there was a very widespread expectation: there was some 
expectation of the move, and there were even some people who were 
thinking in terms of a larger move. And, initially, there were some 
who expressed disappointment that it wasn‘t larger. although I would 
have to think that a small, vocal, minority was expressing that view. 
I suppose there is a sense in which [your observation] is true: people
who recognized that the dollar had been under pressure and was likely 
to be continuing under pressure have come to expect that our rate 
structure and our policy formulation process will be under that kind 
of pressure. So there was that element of resignation to the process. 

MR. FORRESTAL. Peter, is there an expectation in the market 

of further tightening by the Fed? 


MR. STERNLIGHT. Not in any imminent sense, but I think there 

is an expectation that the dollar is going to remain under pressure.

given that we have this awful trade balance picture: and that would be 

the kind of atmosphere under which there would have to be further 

policy response. 


MS. SEGER. Peter, did I understand you correctly when the 

question was asked about the market response to what might happen to 

borrowings before this maintenance period is up? Did you say you

thought we could come in around $600 million without stirring things

up? Isn’t the arithmetic to get $600 million in this period such that 

it would require tremendous borrowings today and tomorrow? And if 

those borrowings occur in the context of the knowledge of this meeting

date, I think [market participants] might make something out of that 

rather than just saying. well, it is one way to get the average to 

work out right. I don’t think they know what we are shooting for. 


MR. STERNLIGHT. It would take some bulge in borrowing to get 
up to the $600 million [average]. I don’t have yesterday’s figure 
yet. but borrowing had been averaging $460 million through Sunday. So 
there would have to be some bulge, probably, on the final day. And as 
I said. if you ask the people who follow these things closely. most of 
them would probably think of us as using $500 million. although some 
would say a range of $500 to $600 million. If they saw a number like 
$600 million coming out, some of  them might regard that as indicative 
of a little firmer aim than they had estimated earlier. On the other 
hand. they also were aware that it was very tough to manage reserves 
in this period. So. I don‘t know that they are going to jump 
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immediately to any very strong conclusion if the borrowing comes out 

at $650 million, or something like that. 


MS. SEGER. Yes. but if there is all this nervousness in 

general, and if you average, let’s say. $625 or $650 million. with $2 

billion of borrowing on Wednesday--whichhappens to be the day after 

we meet here--theremust be weirdos, anyway, who will think maybe

there is a connection. Maybe in New York they may figure all this 

out. but there are a few other market participants outside New York 

who might make something out of that whole sequence. 


MR. STERNLIGHT. Just because of the juxtaposition vis-a-vis 

the Committee meeting date, possibly more [than a few]; but I think 

more of them would just tie it to knowing that Wednesday is the 

settlement date of the reserve period. 


CHAIRMAN GREENSPAN. I think there will be critical questions

regarding what happens. not so much on Wednesday, but because that 

type of spike is very difficult to interpret: they will look at 

borrowing very closely in the next maintenance period. 


MR. KEEHN. Peter, you suggested that the increase in long-

term rates is a combination of factors, with inflation being one. 

But, in the combination of factors. how persistent is the inflation 

concern and is it just one of those issues? 


MR. STERNLIGHT. Well, the concern is very much tied to the 

dollar. And when concern about the dollar [is high], the market is 

more concerned with what would tend to happen with respect to 

inflation. The market has been reasonably well impressed with the 

actual price index numbers that have come along in the recent period.

But they do worry that, in the course of redressing the trade deficit, 

we are going to be imposing more demands on our resources--that there 

may well have to be further adjustment in the value of the dollar and 

that that will do things to import prices, and so on. 


MR. KEEHN. But it is more that side as opposed to domestic 

pressures? 


MR. STERNLIGHT. Well, I think that even with the trade 

picture, it is partly domestic pressure because, as you are redressing

that trade imbalance, you’ll be putting more pressure on domestic 

resources. 


CHAIRMAN GREENSPAN. President Black. 


MR. BLACK. Following up on Chairman Greenspan’s comment. 

Peter. suppose that in the next maintenance period you do come in 

pretty close to $600 million and the market now expects $500 to $600 

million. Would you expect much rate movement if you got closer to 

that figure? 


MR. STERNLIGHT. I would expect a modest firming. YeSsis that you would get funds rates averaging in the 7-114  to 7-3 8 
percent area. I think we are averaging 7.15 or 7.20 percent so far 
this period. 
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MR. PARRY. Peter. has there been much discussion of the 

impact of higher interest rates on Treasury requirements? One hears a 

lot of discussion from the Administration recently about the deficit, 

at least in fiscal 1987. being somewhat lower than their estimates 

because of revenues going up. But I don’t hear much discussion of the 

impact of higher interest rates on future requirements. 


MR. STERNLIGHT. I have not really heard discussion of that 

particular factor. However. while people are well pleased with the 

deficit coming out this fiscal year at $160 billion, or somewhat 

under, there is deep concern that without the Congress getting

something together on fiscal restraint. it will be heading up by $20 

billion or more next year. 


CHAIRMAN GREENSPAN. Any further comments or questions? If 

not, I will entertain a motion to ratify. 


VICE CHAIRMAN CORRIGAN. So move it. 


MR. JOHNSON. Second. 


CHAIRMAN GREENSPAN. Objections? Approved. Mr. Prell. 


MR. PRELL. Thank you, Mr. Chairman. I think I can be 

relatively brief this morning. [Statement--seeAppendix.] 


CHAIRMAN GREENSPAN. Thank you. Mr. Prell. Questions for Mr. 

Prell? 


MR. FORRESTAL. The only thing that kind of jumped out at me 

in your forecast this time, and I guess this has been there before, is 

on the real export side. You are showing a marked deceleration of the 

[trade] deficit: real net exports. for example, going from [an annual 
rate o f  $131 billion in] the third quarter of 1987 to $63 billion in 
the fourth quarter of 1988. Most of the other forecasts that I have 
seen would not indicate nearly that much progress. Can you tell me 
what that dramatic improvement is based on? Is it basically on the 
export side or in the diminution of imports or a combination of both, 
or what? 

MR. PRELL. Well, the greater strength is clearly on the 
export side. As we go out through the forecast period to the end of 
next year, we have very modest increases in imports: indeed, we would 
expect that real merchandise imports, not only [nominal] merchandise 
imports, will be going down slightly, largely in response to the past
and prospective depreciation o f  the dollar. We are also anticipating,
of course. that domestic spending--consumption,in particular--willbe 
growing rather slowly, so we won’t be sucking in great volumes of 
imports because of the continuation of the kind of demands we have 
seen previously. 

MR. TRUMAN. I don’t think that should govern

[unintelligible]. If you look at outside forecasts that go into 
detail on real exports you will [not] find that much difference 
between [unintelligible] and exports over the forecast horizon from 
ours. Generally. they do show very substantial declines over the 
period. DRI, for example, has something very close, almost shockingly
close, to what we have. 
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CHAIRMAN GREENSPAN. Governor Heller. 


MR. HELLER. Mike, you spoke about the sharp increases in 

business equipment spending. How does that break down between 

additional capacity and efficiency enhancing? 


MR. PRELL. That’s very difficult to get a handle on. The 
anecdotal evidence--or if you want to characterize it in more solid 
terms than that, the kinds of survey information that are gathered by
McGraw Hill and others--suggeststhat vis-a-vishistorical experience, 
a distinctly above-average percentage of this planned spending is 
designated as being for replacement, modernization, and so on. 
Clearly, in many industries there is plenty of capacity: in others 
there is less. And one can identify some areas of significant
expansion of capacity. with additional plants being built. But. 
generally. as we are looking at it, the major thrust will be on 
continuing to reduce costs, to modernize product line. and so on. 

CHAIRMAN GREENSPAN. It is most likely to show up first in 
increasing lead times on the delivery of materials. In other words,
leaving aside the question of where the pressures are. that’s the 
first sign that you are going to get something of that nature--that 
is, capacity expansion. There has got to be some evidence on the part
of the company that it is having difficulty in maintaining deliveries 
on a relatively quick pace. Am I correct in assuming that there has 
not really been any major change, or that there has been a slight
increase--

MR. PRELL. For materials, the lead times have been 

lengthening. I think, implicit in your comment. is the question of 

whether they have increased to levels that are not comfortable, and I 

suspect that the strategy in many firms has been to run with a little 

tighter capacity than they might have in the past. And they may not 

be uncomfortable with what they are seeing. In the capital goods 

area, average lead times don’t seem to have lengthened much yet: and 

that is probably consonant with the evidence that the capacity

utilization in equipment producing industries is not especially high-­

not what one sees in some nondurable material areas. for example. 


CHAIRMAN GREENSPAN. President Parry. 


MR. PARRY. I would like to ask two questions about your
assumption with regard to fiscal policy. This time, as has been the 
case in the past, there is an assumption that there are spending cuts 
of around $25 billion. I think there is a substantial risk that that 
will not materialize. Some work we have done suggests that if policy
is accommodative and you don’t get that $25 billion deduction in 
spending, that it could add approximately a percentage point to growth
in 1 9 8 8  and a half percentage point to inflation. Would you think 
that to be roughly [the magnitude]? 

MR.’ PRELL. I take it you are going to zero on the deficit 

reduction action with that. 


MR. PARRY. You don’t get the $ 2 5  billion reduction: you get 
zero. 
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MR. PRELL. I t h i n k  t h a t  i s  p robab ly  a l i t t l e  h i g h e r  t h a n  our  
normal  economet r i c  r e s u l t s  would g i v e  u s ,  b u t  it i s  c l e a r l y  t h e  
d i r e c t i o n  i n  which w e  would go .  A t  t h i s  p o i n t ,  t h e  $25  b i l l i o n  l o o k s  
l i k e  a r e a s o n a b l e  b a l l p a r k  f i g u r e .  g iven  what i s  b e i n g  d i s c u s s e d  
c u r r e n t l y  i n  a compromise--a  Gramm-Rudman r e v i s i o n  t h a t  would be  
someth ing  l i k e  $23 b i l l i o n ,  w i t h  no l o a n  s a l e s  o r  t h a t  s o r t  of  t h i n g .
But I suppose  t h e r e  a r e  s t i l l  some r i s k s  t h a t  it would be l e s s  t h a n  
what w e  have and t h e  r e s u l t  might  w e l l  be  somewhere i n  between t h a t  
z e r o  and t h e  $ 2 5  b i l l i o n  t h a t  w e  have .  

MR. PARRY. One f u r t h e r  q u e s t i o n :  I n o t i c e  t h e  change i n  t h e  
assumpt ion  you have made w i t h  r e g a r d  t o  t h e  s i z e  of t h e  d e f i c i t .  I 
guess  it would p r i m a r i l y  be  t h e  h i g h e r  i n t e r e s t  ra te  a s sumpt ion  o v e r  
t h e  f o r e c a s t  h o r i z o n .  Does t h a t  f e e d  back i n t o  income? I n  o t h e r  
words,  i s  t h e  l o o p  c l o s e d  i n  t h e  model s o  t h a t  you g e t  h i g h e r  growth
of d i s p o s a b l e  income a s  a r e s u l t  o f  t h e  h i g h e r  i n t e r e s t  payments on 
t h e  d e f i c i t ?  

MR. PRELL. Well. t h e  f o r e c a s t  i s n ’ t  g e n e r a t e d  by a model ,  
a.A s  w e  go t h r o u g h  and e s t i m a t e  t h e  income f l o w s .  we d e f i n i t e l y  

do t a k e  accoun t  o f  t h e  i n t e r e s t  ra te  p a t h  t h a t  we’ve assumed and 
p r o j e c t e d .  And we do have s u b s t a n t i a l  growth i n  p e r s o n a l  i n t e r e s t  
income ove r  t h e  p r o j e c t i o n  p e r i o d .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Boehne. 

MR. BOEHNE. I would l i k e  t o  f o l l o w  up on Bob F o r r e s t a l ’ s  
q u e s t i o n .  B a s i c a l l y ,  t h e  U . S .  s t r a t e g y  f o r  t u r n i n g  t h e  t r a d e  d e f i c i t  
around i s  t o  s h r i n k  t h e  v a l u e  of  t h e  d o l l a r  and t o  g e t  o u r  t r a d i n g  
p a r t n e r s  t o  grow f a s t e r  t h a n  we a r e  growing.  We have done f a i r l y  w e l l  
on t h e  d o l l a r .  b u t  w e  h a v e n ’ t  done s o  w e l l  on growth ab road .  I t ’ s  an 
a p p e a l i n g  s t r a t e g y ,  b u t  it s t r i k e s  me a s  b e i n g  somewhat nove l  if you 
look  a t  t h e  h i s t o r y  of t h e s e  k i n d s  of a d j u s t m e n t s .  What h a s  happened 
most o f t e n  i s  t h a t  t h e  c o u n t r y  t h a t  h a s  t h e  d e f i c i t  ends  up w i t h  a 
r e c e s s i o n .  I n  o t h e r  words ,  you r educe  domest ic  demand below what i s  
happening  ab road  and you a l s o  g e t  downward a d j u s t m e n t s  on t h e  
c u r r e n c y .  And I would t h i n k  t h a t  t h e  l o n g e r  it t a k e s  f o r  us t o  make a 
t u r n a r o u n d  i n  t h e  t r a d e  d e f i c i t - - a s  w e  g e t  month a f t e r  month o f  t h e s e  
d i s a p p o i n t i n g  t r a d e  f i g u r e s - - t h a t  it would p u t  a d d i t i o n a l  downward 
p r e s s u r e  on t h e  d o l l a r .  And it might  a l s o  b e g i n  t o  r a i s e  e x p e c t a t i o n s  
t h a t ,  w e l l ,  a s  n i c e  a s  it sounds t o  t r y  t h i s  r a t h e r  nove l  s t r a t e g y ,  i n  
t h e  e n d ,  t h e  U . S .  i s  go ing  t o  have t o  go t h rough  k ind  o f  a w r i n g e r .  a s  
most o t h e r  c o u n t r i e s  do .  My r e a l  q u e s t i o n  i s :  How much o f  a nove l  
exper iment  a r e  w e  r e a l l y  runn ing  i n  l i g h t  o f  what i s  happening  i n  
o t h e r  c o u n t r i e s  and what h a s  happened o v e r  h i s t o r y ?  I am hav ing  a 
h a r d  t i m e  t h i n k i n g  o f  a c o u n t r y  t h a t  h a s n ’ t  t u r n e d  around t h i s  k ind  o f  
a t r a d e  d e f i c i t  w i t h o u t  a f a i r  amount o f  s u p p r e s s i o n  of domest ic  
demand. And t h e  q u e s t i o n  i s  n o t  aimed a t  [ c r i t i c i s m ] ;  I l i k e  t h e  
approach  t h a t  we a r e  on .  But it does s t r i k e  me a s  somewhat nove l  on 
t h e  b r o a d e r  s t a g e  of h i s t o r y .  I would j u s t  l i k e  t o  see i f  t h a t  i s  
r i g h t  o r  if w e  have had l o t s  of  company w i t h  t h i s  expe r imen t .  

MR. TRUMAN. Wel l ,  t h e  t r u t h  of  t h e  m a t t e r  i s ,  P r e s i d e n t  
Boehne. t h a t  t h e r e  a r e  some examples where t h i s  h a s  been s u c c e s s f u l .  

A l o t  o f  them come from t h e  e a r l y  1 9 8 0 s  and.  o f  c o u r s e ,  d u r i n g  t h a t  

p e r i o d  where you had e s s e n t i a l l y  [ s low growth o f ]  GNP w i t h o u t  go ing  

t h rough  a r e c e s s i o n - - t h a t  i s  e s s e n t i a l l y  t h e  q u e s t i o n  you a r e  a s k i n g - ­ 

i n  a r e l a t i v e l y  s h o r t  p e r i o d  o f  t i m e .  There  a r e  s e v e r a l  examples i n  
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t h e  e a r l y  1 9 8 0 s  a n d ,  of c o u r s e ,  t h o s e  were [ u n i n t e l l i g i b l e ] .  The 
o t h e r  s i d e  of t h e  e q u a t i o n .  which you ment ioned ,  i s  f a s t e r  growth i n  
t h e  r e s t  o f  t h e  w o r l d ,  which was t h e n  t h e  Uni ted  S t a t e s .  And t h e r e  
a r e  some o t h e r  examples .  We d i d  look  a t  t h i s  r e c o r d  abou t  1 8  months 
ago and t h a t  i s  b a s i c a l l y  what it showed. 

MR. BOEHNE. Are t h e s e  s i z a b l e  c o u n t r i e s ?  

MR. TRUMAN. Germany and Japan  [ u n i n t e l l i g i b l e ] .  We t e n d  t o  
f o r g e t  t h a t  t h e y  had d e f i c i t s  i n  t h e  l a t e  1 9 7 0 s  and a t  t h e  beg inn ing
of  t h e  1 9 8 0 s .  They moved from s m a l l  d e f i c i t s  t o  v e r y  l a r g e  s u r p l u s e s .
One f e a t u r e  of t h e  f o r e c a s t  i s  t h a t ,  w h i l e  w e  d o n ’ t  have a r e c e s s i o n  
i n  a GNP s e n s e  b u i l t  i n ,  we do have r e l a t i v e l y  s low growth i n  domest ic  
demand. I n  f a c t ,  w e  have a q u i t e  d r a m a t i c  s lowing  of  domest ic  demand 
b u i l t  i n t o  t h i s  f o r e c a s t .  I n  some s e n s e .  a s  P e t e r  was s a y i n g  e a r l i e r  
i n  answer t o  your  q u e s t i o n ,  t h a t ’ s  p a r t  of t h e  p r o c e s s - - t h e  p r o c e s s
t h a t  makes room f o r  t h i s  e x t e r n a l  ad jus tmen t  i n  a n  environment  i n  
which growth o f  p r o d u c t i o n  a s  a whole i s  k e p t  r e l a t i v e l y  h i g h  b u t  
domes t i c  demand growth i s  low. 

CHAIRMAN GREENSPAN. P r e s i d e n t  Guffey.  

MR. GUFFEY. Mr. Chairman, I have a coup le  of q u e s t i o n s  f o r  
Mike w i t h  r e s p e c t  t o  t h e  s e c t i o n s  t h a t  caugh t  my eye  i n  t h e  f o r e c a s t .  
You mentioned t h a t  a f u r t h e r  d e c l i n e  i n  t h e  d o l l a r  was assumed i n  your
f o r e c a s t .  A s  I remember, t h e  Greenbook o n l y  made r e f e r e n c e  t o  a 
d e c l i n e  much l i k e  t h a t  p r o j e c t e d  i n  t h e  l a s t  Greenbook. F u r t h e r ,  a s  I 
remember, t h a t  d e c l i n e  was 10  p e r c e n t  on a n  annua l  b a s i s ,  and most of  
t h a t  had been  comple ted  i n  t h e  f i r s t  h a l f  o f  t h e  y e a r .  Am I c o r r e c t ,  
o r  i s  t h e r e  f u r t h e r  d e c l i n e  assumed? 

MR. PRELL. I guess  I w a s n ’ t  c l e a r .  The assumpt ion  i s  t h a t  
t h e  d o l l a r  w i l l  d e c l i n e  f u r t h e r  o v e r  t h e  f o r e c a s t  p e r i o d .  For our  
p u r p o s e s ,  w e  p u t  i n  a s t r a i g h t  l i n e  p a t h  t h a t  a v e r a g e s  abou t  1 0  
p e r c e n t ,  a t  an annua l  r a t e .  

MR. GUFFEY. My second q u e s t i o n  has  t o  do w i t h  your
assumpt ion  abou t  r i s i n g  i n t e r e s t  r a t e s  i n  t h e  f o u r t h  q u a r t e r .  To be  
v e r y  s p e c i f i c ,  do you have a l e v e l  of i n t e r e s t  r a t e s  i n  t h e  f o u r t h  
q u a r t e r  t h a t  you assumed i n  t h i s  f o r e c a s t ?  

MR. PRELL. I t  i s n ’ t  n e c e s s a r y  t h a t  t h e r e  be  a p r e c i s e  
c o u r s e .  W e  p u t  i n  a smooth t r a j e c t o r y  t h a t  moves t h e  f e d e r a l  f u n d s  
r a t e ,  f o r  example,  i n t o  t h e  8 t o  8 - 1 1 2  p e r c e n t  r ange  by n e x t  s p r i n g .  

MR. GUFFEY. I n  t h e  f i r s t  q u a r t e r ?  

MR. PRELL. We would be  approach ing  it by t h e  end of t h e  
f i r s t  q u a r t e r .  I d o n ’ t  want t o  be  t o o  p r e c i s e  abou t  t h i s .  If t h e r e  
were f l a t n e s s  o v e r  t h e  next f e w  months and more i n c r e a s e  l a t e r  o n ,  w e  
wouldn’ t  be a b l e  t o  d i s t i n g u i s h  t h e  economic e f f e c t s  i n  t h e  f o r e c a s t  
f o r  t h e  p e r i o d  a s  a whole.  But w e  do have a g r a d u a l  r i se  h e r e .  

MR.  GUFFEY. My l a s t  q u e s t i o n  h a s  t o  do w i t h  your  comment 
abou t  i n f l a t i o n  p i c k i n g  u p - - I  guess  t h a t ’ s  i n  1 9 8 8 .  i f  I r e a d  t h e  
Greenbook numbers c o r r e c t l y .  because  your  f o r e c a s t  h a s  it a c t u a l l y
d e c l i n i n g  i n  t h e  l a s t  q u a r t e r  of  t h i s  y e a r ,  a s  measured by t h e  f i x e d -
weight  i n d e x  o r  t h e  d e f l a t o r  i t s e l f .  
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MR. PRELL. The re ’ s  a d i f f e r e n c e  i n  our  f o r e c a s t  between t h e  
d e f l a t o r  and t h e  f i x e d - w e i g h t  GNP measure .  I n  t h e  f i x e d - w e i g h t  i ndex .  
w e  have 3 - 1 1 4  p e r c e n t  f o r  t h e  t h i r d  q u a r t e r  and 3 - 1 1 2  p e r c e n t  f o r  t h e  
f o u r t h .  whereas  t he re ’ s  a d e c e l e r a t i o n  f rom 3 - 1 / 4  p e r c e n t  i n  t h e  t h i r d  
q u a r t e r  down t o  2 - 1 1 2  p e r c e n t  i n  t h e  d e f l a t o r .  The d i f f e r e n c e  t h e r e  
i s  t h e  p e c u l i a r i t i e s  o f  w e i g h t i n g  s h i f t s  t h a t  occu r  i n  t h e  GNP 
d e f l a t o r :  and t h e  d e c r e a s e  i n  o i l  i m p o r t s .  which have a r e l a t i v e l y  low 
weight  i n  t h e  d e f l a t o r .  a c t u a l l y  t e n d s  t o  d e p r e s s  t h e  GNP d e f l a t o r  
r e l a t i v e  t o  t h e  f i x e d - w e i g h t  measure .  B a s i c a l l y ,  w e  have a f a i r l y
s t e a d y  s e c o n d - h a l f  i n f l a t i o n ,  a s  w e  see i t :  i t ’ s  lower t h a n  i n  t h e  
f i r s t  h a l f ,  i n  l a r g e  p a r t  because  o f  lower  food and energy  p r i c e
i n f l a t i o n .  

MR. GUFFEY. So i s  it f a i r  t o  s a y ,  Mike, t h a t  i n f l a t i o n  i n  
t h e  second h a l f ,  and p a r t i c u l a r l y  i n  t h e  l a s t  q u a r t e r  and maybe even 
i n t o  t h e  f i r s t  q u a r t e r  o f  1988,  i s  r e a s o n a b l y  s t a b l e  i n  your  f o r e c a s t ?  

MR. PRELL.  I n  some u n d e r l y i n g  s e n s e ,  t h e r e  i s  a f a i r l y  
s t a b l e  p i c t u r e  between t h e  f i r s t  and second h a l f ,  b u t  t h a t ’ s  i n  t h i s  
game of s t r i p p i n g  away food and energy  p r i c e s .  which o b v i o u s l y  a r e  
a f f e c t e d  by s p e c i a l  nonmacroeconomic i n f l u e n c e s  i n  t h e  s h o r t  r u n .  Of 
c o u r s e ,  t h e r e  a r e  p e c u l i a r  t h i n g s  t h a t  a f f e c t  o t h e r  s e c t o r s ,  a s  w e l l .  
Bu t .  b a s i c a l l y  w e  have a f a i r l y  s t a b i l i z e d  u n d e r l y i n g  t r e n d ,  and some 
i n c r e a s e  next y e a r  i n  t h e  r a t e  o f  p r i c e  i n f l a t i o n .  

MR. PARRY. But t h e  u n d e r l y i n g  i n f l a t i o n  must p i c k  up q u i t e  a 
b i t ,  because  you have a marked a c c e l e r a t i o n  i n  l a b o r  c o s t s .  

MR. PRELL. Some peop le  would t a k e  t h a t  a s  a n  i n d i c a t o r  of 
t h e  u n d e r l y i n g  r a t e  of  i n f l a t i o n .  And y e s ,  w e  d o ,  a s  compensat ion
a c c e l e r a t e s  s i g n i f i c a n t l y  n e x t  y e a r .  I n  t h a t  s e n s e ,  t h e  u n d e r l y i n g
t r e n d  i s  p i c k i n g  up .  

CHAIRMAN GREENSPAN. P r e s i d e n t  B lack .  

MR. BLACK. Mr. Chairman, most of t h e  comments have been 
d i r e c t e d  a t  p a r t i c u l a r  p a r t s  o f  t h e  f o r e c a s t .  My f e e l i n g  t h e  l a s t  
t i m e  was t h a t  t h e  economy would be  somewhat s t r o n g e r  t h a n  t h e  
Greenbook was p r o j e c t i n g ,  and t h e  s t a f f ,  i n d e e d ,  have moved t h e i r  
f o r e c a s t  i n  t h a t  g e n e r a l  d i r e c t i o n .  S o ,  we have v e r y  l i t t l e  q u a r r e l  
w i t h  what t h e y  have done. We t h i n k  t h e  main d r i v i n g  f o r c e  i s  go ing  t o  
be a n  improvement i n  n e t  e x p o r t s  of goods and s e r v i c e s :  and p l a n t  and 
equipment e x p e n d i t u r e s ,  p a r t i c u l a r l y  i n  t h e  equipment a r e a ,  a l s o  
p r o v i d e  a p r e t t y  good push .  If w e  were t o  g u e s s ,  w e  would s a y  t h e  
r i s k  might  s t i l l  be  t h a t  t h e  f o r e c a s t  i s  a l i t t l e  low.  But r e a l l y  
what b o t h e r s  u s ,  I g u e s s ,  i s  t h e  f e e l i n g  t h a t  t h e y  might  be r i g h t  on 
t h i s  f o r e c a s t .  I n  s a y i n g  t h a t ,  I ’ m  f o c u s i n g  on t h e  i n f l a t i o n  r a t e  
t h a t  t h e y  a r e  p r o j e c t i n g  f o r  n e x t  year - -when it goes up t o  4 - 1 1 2  
p e r c e n t .  I t h i n k  we  ought  t o  be a b l e  t o  do b e t t e r  t h a n  t h a t  f o r  n e x t  
y e a r ,  and w e  ought  t o  t a r g e t  someth ing  l e s s  t h a n  t h a t .  A 4 - 1 1 2  
p e r c e n t  i n f l a t i o n  r a t e  cou ld  e a s i l y  become 5 p e r c e n t :  and 5 p e r c e n t  i s  
n o t  r e a l l y  r e a s o n a b l e  p r i c e  s t a b i l i t y .  So .  r a t h e r  t h a n  t h i n k i n g  t h e y  
may have o v e r e s t i m a t e d ,  w e ’ r e  a f r a i d  t h a t  t h e y  might  be about  r i g h t
and have come up w i t h  some r e s u l t s  t h a t  a r e  a l i t t l e  t o o  s t r o n g  on t h e  
p r i c e  s i d e .  

CHAIRMAN GREENSPAN. Governor S e g e r .  



9/22/87 -10-

MS. SEGER. Yes. I j u s t  have a coup le  o f  q u e s t i o n s  t h a t  a r e  
t i e d  t o  a f e w  m a t t e r s  t h a t  w e  d i s c u s s e d  y e s t e r d a y  a t  pre-FOMC
b r i e f i n g s .  These i n v o l v e  whether  o r  n o t  we have comple t e ly  f a c t o r e d  
i n  t h e  r i se  i n  i n t e r e s t  r a t e s  t h a t  we have a l r e a d y  s e e n ,  p l u s  whol ly
f a c t o r e d  i n  t h e  i n c r e a s e s  t h a t  w e  t h i n k  a r e  y e t  t o  come. I n  
p a r t i c u l a r ,  on hous ing  s t a r t s ,  which a s  of l a s t  month were a t  a 1 . 6  
m i l l i o n  a n n u a l  r a t e ,  w e  know t h a t  t h e r e  a r e  problems w i t h  h i g h  vacancy 
r a t e s  i n  t h e  m u l t i f a m i l y  a r e a ,  a t  l eas t  i n  some p a r t s  o f  t h e  c o u n t r y .
The i n c e n t i v e s  b u i l t  i n t o  t h a t  k i n d  o f  hous ing  have been s h i f t e d  
g r e a t l y  by t h e  Tax Reform A c t .  A s  f o r  s i n g l e  f a m i l y  s t a r t s ,  a t  l e a s t  
some peop le  s a y  t h e y  a r e  s e n s i t i v e  t o  i n t e r e s t  r a t e  changes .  I guess
I have a h a r d  t ime b e l i e v i n g  t h a t  f o r  1988 s t a r t s  w i l l  n o t  f a l l  below 
1 - 1 / 2  m i l l i o n .  I hope t h e y  d o n ’ t .  b u t  I am s o r t  of  s k i t t i s h  abou t  
t h i s .  

MR. PRELL. I t ’ s  p u r e l y  c o n j e c t u r a l  a t  t h i s  p o i n t .  Var ious  
economet r i c  models would s u g g e s t  t h a t .  o v e r  t h e  r e l e v a n t  h o r i z o n  h e r e .  
you a r e  p r o b a b l y  d e a l i n g  w i t h  an i n t e r e s t  r a t e  e l a s t i c i t y  o f  abou t  1. 
We have a r i s e  i n  mortgage r a t e s  from around 1 0 - 1 / 2  p e r c e n t  t o  
someth ing  i n  t h e  h i g h  11’s. [an  i n c r e a s e  o f ]  rough ly  10 p e r c e n t .  We 
have rough ly  a 10 p e r c e n t  d e c l i n e  i n  hous ing  s t a r t s ,  f rom 1 . 6  m i l l i o n  
t o  someth ing  around t h e  1 . 4 5  m i l l i o n  a r e a .  I n  t h a t  s e n s e ,  i t ’ s  w e l l  
i n  l i n e  w i t h  t h e  h i s t o r i c a l  p a t t e r n s .  The o t h e r  t h i n g  t h a t  p r o v i d e s  
some c o m f o r t - ­

MS. SEGER. I s  t h a t  t r u e  f o r  b o t h  t h e  s i n g l e  f a m i l y  and t h e  
m u l t i f a m i l y ?  

MR. PRELL. Well. I ’ m  l o o k i n g  a t  it i n  t h e  a g g r e g a t e :  
c l e a r l y .  t h e y  a r e  b o t h  t o  be  a f f e c t e d  by t h e  change i n  i n t e r e s t  r a t e s .  
Looking a t  it from a n o t h e r  a n g l e .  mor tgage  r a t e s  a r e  back  up t o  l e v e l s  
w e  saw i n  1985,  and we had c o n s i d e r a b l y  h i g h e r  hous ing  s t a r t s  t h e n - - i n  
t h e  1 . 7  m i l l i o n  a r e a .  Now, we’ve p robab ly  gone t h r o u g h  some c a t c h u p
p e r i o d  i n  home ownersh ip ,  b u t  t h a t  number seems f a i r l y  r e a s o n a b l e  t o  
u s .  l o o k i n g  a t  t h e  r e s p o n s e  we’ve s e e n  j u s t  s o  f a r  t o  t h e  s u b s t a n t i a l  
i n c r e a s e  i n  mor tgage  r a t e s .  I t  h a s n ’ t  made t h e  marke t  f a l l  a p a r t  
e n t i r e l y .  We may n o t  have it q u i t e  r i g h t ,  b u t  t h i s  i s  a s t a b  a t  what 
we t h i n k  i s  a normal  r e s p o n s e .  

MS. SEGER. What i f  it j u s t  means t h a t  t h e  l a g s  a r e  l o n g e r ?  
Maybe we h a v e n ’ t  even  s e e n  t h e  f u l l  impact  of t h e  s p i k e  w e  had back i n  
A p r i l  o r  May, which was q u i t e  d r a m a t i c .  

MR. PRELL. Well. c l e a r l y ,  w e  f e l t  t h a t  w e  would be  s e e i n g
much o f  t h a t  r e s p o n s e  by t h i s  summer, b e f o r e  we even e l e v a t e d  our  r a t e  
f o r e c a s t  beyond what w e  had e a r l i e r .  We o n l y  had a modest f u r t h e r  
d e c l i n e  below t h e  1 . 6  m i l l i o n  l e v e l  i n  o u r  p r e v i o u s  f o r e c a s t .  A s  we  
have t a k e n  t h e  mor tgage  r a t e s  up more. w e  have lowered t h e  hous ing  
s t a r t s  f u r t h e r .  I t ’ s  v e r y  d i f f i c u l t  t o  s a y .  A s  you n o t e d .  t h e r e  a r e  
o t h e r  i n f l u e n c e s  a t  work. and t h e r e  may s t i l l  be  some a d j u s t m e n t  t o  
t h e  t a x  law changes .  There  a r e  s t i l l  some problems o f  h i g h  vacancy  
r a t e s  i n  home r e n t a l  p r o p e r t i e s  i n  v a r i o u s  p a r t s  o f  t h e  c o u n t r y .
Again ,  when you l o o k  a t  house  p r i c e s ,  t h e r e  t o o ,  t h e  e v i d e n c e  s u g g e s t s
t h a t .  a t  l eas t  i n  many m a r k e t s ,  t h e r e ’ s  s t i l l  a p r e t t y  r o b u s t  demand 
a t  t h e s e  i n t e r e s t  r a t e s .  And t h e r e  i s  j u s t  no a n e c d o t a l  e v i d e n c e  t o  
s u g g e s t  t o  us t h a t  we  a r e  way o f f  t h e  mark i n  o u r  a s ses smen t  of demand 
p o s i t i o n s .  Even t h e  s u r v e y  i n f o r m a t i o n  s u g g e s t s  p r e t t y  h i g h  numbers 
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of people whose attitude is that this is a good time to buy a house. 

That may be surprising, but that seems to be the pattern. 


MS. SEGER. The other question I have again ties into 
yesterday’s briefing, and relates to our heavy reliance on the trade 
turnaround to produce a good 1988. If I’m reading the numbers right.
about half of the real GNP growth, fourth quarter of 1987 to fourth 
quarter of 1988. is expected to come from improvement in net exports.
Again, I think it’s very, very difficult to get a $54 billion increase 
in exports in one year--namely,this year--and then tack on $57 
billion next year. That’s just a lot to produce. 

MR. PRELL. One of the main comforts we can find in the 
numbers is that it looks to us like the trend in real exports has been 
quite strong thus far. And based on our exchange rate projection and 
the assumption that there are probably still lags in the order and 
delivery process, that means that some of the improvement in exports
is still not fully evident. We think that we are forecasting,
basically, a continuation of patterns that are already perceptible.
In some respects, I think a greater concern, given our outlook. would 
be that we get both the improvement in the net exports somehow, and 
also get greater domestic demand growth. That puts still greater 
pressures on resources than some people would have thought in the 
past. We have two years now, in our forecast, of consumption growth
that is really subpar historically. So, in a sense. we have these 
things put together in a way that gives you a rather smooth adjustment 
to the picture. 

CHAIRMAN GREENSPAN. President Boehne. 


MR. BOEHNE. I don’t have a question. I would just like to 

comment on the outlook. 


CHAIRMAN GREENSPAN. Well, if you’ll hold that for just a few 

minutes. President Parry. 


MR. PARRY. I just want to raise an issue to shed a little 
light on this concern about a slowing in the interest-sensitive 
sectors of the economy, such as housing. It seems to me that with the 
economy operating where it is, in terms of employment at least, if we 
did not get that slowing in the interest-sensitive sectors of the 
economy at the same time we are going to get the strength in net 
exports, we would have a real problem. So. one can be concerned about 
the implications for housing or for other sectors but the picture
doesn’t really fit together very well if you don’t get that kind of 
slump. And I would assume that’s the problem. 

MR. PRELL. That’s what characterizes our outlook and I think 

some of the comments around the table suggest that there is a hopeful 

aspect of this--thateverything falls nicely into place. 


CHAIRMAN GREENSPAN. Mr. Melzer. 


MR. MELZER. Mike. if this linkage between dollar weakness 

and inflationary expectations isn’t broken. and you weren’t able. for 

example, to achieve over the forecast period the 10 percent annual of 

decline in the dollar--let’sjust say that that becomes impossible-­

how would that affect the forecast in a broad sense? In other words. 
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i f  you c o u l d n ’ t  a c h i e v e  some of  t h e  e x t e r n a l  ad jus tmen t  t h rough  t h e  
f o r e i g n  exchange p r i c e  mechanism-. 

MR. PRELL. I n  o t h e r  words,  t h e  d o l l a r - - 1  wasn’ t  c l e a r  w h a t - -

MR. MELZER. What I ’ m  s a y i n g  i s  t h a t  t h e  box w e  a r e  i n  r i g h t  
now i s  t h a t ,  a s  a p r a c t i c a l  m a t t e r ,  i f  w e  t o l e r a t e  t h a t  d o l l a r  
d e c l i n e ,  it k i c k s  of f  i n f l a t i o n a r y  e x p e c t a t i o n s .  S o ,  l e t ’ s  s a y  t h a t  
you j u s t  assumed t h a t  t h e  d o l l a r  was s t a b l e .  How would t h a t  a f f e c t  
t h e  f o r e c a s t ?  

MR. TRUMAN. I t  depends a b i t ,  I t h i n k ,  on what e l se  i s  going  
on a t  t h e  same t i m e .  Much of t h e  impetus  t o  n e t  e x p o r t s  f rom t h e  
d o l l a r .  a t  l e a s t  a s  f a r  a s  t h i s  f o r e c a s t  h o r i z o n  g o e s ,  i s  what i s  
a l r e a d y  i n  t r a i n .  Less t h a n  h a l f  of  t h e  i n c r e a s e  n e x t  y e a r  i n  n e t  
e x p o r t s  i s  d i r e c t l y  t r a c e a b l e  t o  a f u r t h e r  p r o j e c t e d  d o l l a r  d e c l i n e .  
But .  p resumably ,  i f  you d i d n ’ t  have t h e  d o l l a r  d e c l i n e ,  t h e n  you
wouldn’ t  have t h e  same k i n d  o f  p r e s s u r e s  on i n t e r e s t  r a t e s .  So  you 
would have l e s s  p r e s s u r e s  i n  t h e  i n t e r e s t - s e n s i t i v e  s e c t o r s  of  t h e  
economy. So  you have some compensat ion i n  t e r m s  o f  t h e  economy’s
o p e r a t i o n  a s  a whole which ,  i n  t u r n .  would t e n d  t o  f eed  back  a g a i n  on 
t h e  n e t  e x p o r t s ,  s o  you would have l ess  improvement i n  n e t  e x p o r t s  
t o o .  B u t ,  t h e r e  i s  a c e r t a i n  s e n s e  of [ u n i n t e l l i g i b l e ]  t h a t  i s  
b a s i c a l l y  t h e  way we t h i n k  abou t  t h i s .  

MR. HELLER. Wait a minu te .  You s a y  t h a t  i n t e r e s t  r a t e s  
wou ldn’ t  be  r i s i n g :  b u t  you can  a l s o  come up w i t h  t h a t  s c e n a r i o  o f  a 
c o n t i n u e d  s t a b l e  d o l l a r  t h a t  comes about  because  w e  a r e  r a i s i n g  
i n t e r e s t  r a t e s  i n  t h i s  c o u n t r y .  Then, how would your  answer be  
d i f f e r e n t ?  

MR. TRUMAN. Under t h a t  s c e n a r i o ,  maybe i n s t e a d  o f  a $50 
b i l l i o n  change i n  n e t  e x p o r t s  you would have something l i k e  $20-$25 
b i l l i o n .  So  you would have l e s s  t h a n  1 p e r c e n t  of GNP i n  t h i s  
f o r e c a s t ,  and t h a t ’ s  w e l l  w i t h i n  t h e  e r r o r .  Mike p u t  it t h a t  way i n  
t h e  o v e r a l l  f o r e c a s t .  

CHAIRMAN GREENSPAN. Governor Johnson.  

MR. J O H N S O N .  I guess  t h a t  was s o r t  of  what I was go ing  t o  
a s k .  One o t h e r  q u e s t i o n  I had i n  mind: I ’ m  n o t  a b i g  “ a g g r e g a t e s
pe r son”  b u t .  i n  l i n e  w i t h  t h i s  whole i s s u e  o f  a g g r e g a t e  demand, it 
s t r i k e s  m e  t h a t  t h i s  r e c e n t  u p t i c k  i n  i n t e r e s t  r a t e s  i s  go ing  t o  have 
a f u r t h e r  damping e f f e c t  on t h e  a g g r e g a t e s .  I t h i n k  t h a t  i s  f i n e ,  b u t  
a t  some p o i n t ,  you have t o  a s k  how much a g g r e g a t e  demand i s  p l a u s i b l e
i n  t h a t  s c e n a r i o .  I t h i n k  you a r e  r e s t r a i n i n g  i t .  You have t o  come 
up w i t h  some f a i r l y  i m p l a u s i b l e  v e l o c i t y  growth numbers t o  g e t  
a g g r e g a t e  demand o u t s i d e  o f  a r ange  t h a t  would p r e s e n t  a r e a l  b reakou t  
i n  o v e r a l l  a g g r e g a t e  demand. I t  seems t o  me t h a t  w e  have it p r e t t y  
w e l l  c o r n e r e d  h e r e .  I n  t h e  l o n g  r u n ,  you cou ld  have a c o u p l e  o f  bad 
q u a r t e r s  under  t h a t  s c e n a r i o  b u t ,  g iven  t h e s e  r e c e n t  moves i n  i n t e r e s t  
r a t e s ,  what a r e  we  p r o j e c t i n g  on t h e  b r o a d e r  monetary a g g r e g a t e s ?  

MR. KOHN. A s  you saw i n  t h e  Bluebook, we a r e  p r o j e c t i n g  t h a t  
t h e  r i se  i n  i n t e r e s t  r a t e s ,  which i s  n o t  a l l  t h a t  l a r g e  b u t  i s  
s i g n i f i c a n t ,  would damp growth i n  M2 o v e r  coming months.  

MR. JOHNSON.  You have abou t  4 p e r c e n t .  
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MR. KOHN. If you a b s t r a c t  f rom September and you j u s t  have 
t he  f o u r t h  q u a r t e r .  Now we have t h i s  August- to-December t a r g e t .  And 
t h e n  f o r  n e x t  y e a r ,  under  t h e  assumpt ion  o f  f u r t h e r  moderate  i n c r e a s e s  
i n  i n t e r e s t  r a t e s .  we would have M2 growth i n  t h e  4 - 1 / 2  t o  5 p e r c e n t
k ind  o f  r a n g e .  That  i m p l i e s -

MR. J O H N S O N .  Why would it p i c k  up w i t h  h i g h e r  i n t e r e s t  
r a t e s ?  

MR. KOHN. Well, f i r s t  of a l l ,  t h e  r a t e  o f  i n c r e a s e  i n  
i n t e r e s t  r a t e s  may n o t  be  q u i t e  a s  g r e a t .  And t h e r e  a r e  some t h i n g s
t h a t  seem t o  have been d e p r e s s i n g  M2 growth t h a t  we r e a l l y  c o u l d n ’ t  
accoun t  f o r  t h i s  y e a r  and w e  a r e  assuming t h a t  t h e y  won’t  be  q u i t e  a s  
a c t i v e  n e x t  y e a r .  For example,  t h e  I R A s  won’t  be  a round ,  and t h a t  
might  b o o s t  M2 growth a l i t t l e :  s o ,  we have t h i s  assumed p ickup i n  
growth n e x t  y e a r .  If t h a t  came a b o u t ,  w i t h  o u r  GNP p r o j e c t i o n  t h a t  
would imply  about  a 2 p e r c e n t  i n c r e a s e  i n  v e l o c i t y .  B u t .  remember. 
we’ re  damping domest ic  demand h e r e :  we have s lower  domest ic  demand 
t h a n  we have G N P ,  so  i f  you l o o k  a t  v e l o c i t y  from t h a t  p e r s p e c t i v e .  it 
wouldn’ t  be q u i t e  a s  b i g  a n  i n c r e a s e .  T h a t ’ s  n o t  a l l  t h a t  l a r g e  a n  
i n c r e a s e - .  

MR. JOHNSON. T h a t ’ s  s o r t  of  what I ’ m  g e t t i n g  a t .  You have 
it c o r n e r e d  a l i t t l e ,  it seems t o  m e .  

CHAIRMAN GREENSPAN. Could I r a i s e  a q u e s t i o n  abou t  what t h e  
GNP demand numbers would r e a l l y  l o o k  l i k e  i f  w e  were t o  r e c o g n i z e  t h a t  
t h e  way we c a l c u l a t e  t h e  numbers i s  a f u n c t i o n  of t h e  f a c t  t h a t  we a r e  
u s i n g  1982 a s  a b a s e  p e r i o d ?  I was l o o k i n g  a t  t h e  f i x e d - w e i g h t  GNP 
d e f l a t o r  v e r s u s  t h e  GNP d e f l a t o r ,  which t e n d s  t o  p i c k  up a d i f f e r e n c e  
i n  t h e  mix ,  which i s  e s s e n t i a l l y  an i s s u e  o f  how f a r  we a r e  from t h e  
b a s e  p e r i o d  t o  a l a r g e  e x t e n t .  If  I were t o  d e f l a t e  t h e  nominal  GNP 
by t h e  f i x e d - w e i g h t  i ndex- -which  i s  r o u g h l y ,  b u t  n o t  q u i t e ,  t h e  
e q u i v a l e n t  o f  moving t h e  1982 b a s e  up t o  1987. t h e  c u r r e n t  y e a r - - i t  
seems a s  though w e ’ r e  g e t t i n g  a good d e a l  l e s s  i n  t h e  way of r e a l  
growth.  L e t ’ s  t a k e  a c a s e  i n  p o i n t :  t h e  f o u r t h - q u a r t e r  o v e r  f o u r t h -
q u a r t e r  change t h i s  y e a r  and n e x t ,  w i th  r e s p e c t  t o  t h e  d i f f e r e n c e  
between t h e  GNP d e f l a t o r  and t h e  f i x e d - w e i g h t  d e f l a t o r ,  i s  .3 and . 4 ,  
r e s p e c t i v e l y .  Assuming t h a t  t h e  nominal i s  t h e  same, t h a t  would 
r educe  r e a l  g rowth .  The problem I have w i t h  t h a t ,  however,  i s  t h a t  
I ’ m  n o t  s u r e  whether  t h e  model i s  g e n e r a t i n g  t h e  r e a l  f i r s t  and t h e n ,  
by i m p l i c a t i o n ,  t h e  nominal ,  o r  v i c e  v e r s a .  How do you l o o k  a t  t h a t  
i s s u e ?  I n  o t h e r  words ,  how do w e  i n t e r p r e t  t h a t ?  

MR. PRELL.  Well. i t ’ s  d i f f i c u l t  t o  d i s s e c t  t h i s  p r e c i s e l y .  
b u t  I t h i n k  we a r e  d e a l i n g  m o s t l y  w i t h  a p r o c e s s  t h a t  l o o k s  a t  t h e  
r e a l  f i r s t ,  i n f e r s  from t h a t  t h e  p r e s s u r e s  on r e s o u r c e s ,  which t h e n  
f eed  back t h r o u g h  a s h o r t - r u n  P h i l l i p s  cu rve  r e l a t i o n  t o  t h e  wage and 
p r i c e  s i d e .  T h a t ’ s  a s t y l i s t i c  c h a r a c t e r i z a t i o n .  

CHAIRMAN GREENSPAN. L e t ’ s  be  v e r y  s p e c i f i c .  I n  1982,  o i l  
p r i c e s ,  and o v e r a l l  impor t  p r i c e s ,  were much h i g h e r  t h a n  t h e y  are  now. 
T h e r e f o r e ,  a r i s e  i n  o i l  i m p o r t s  on t h e  impor t  s i d e  of r e a l  GNP i s  a 
l a r g e r  s u b t r a c t i o n  w i t h  1982 a s  a b a s e  t h a n  w i t h  1987 a s  a b a s e .  I 
guess  I ’ m  r e a l l y  a s k i n g  if you were t o  r e s t r u c t u r e  t h e  t o t a l  sys t em so 
t h a t  s a y ,  1987,  e q u a l s  100 i n s t e a d  of  1982. how would your  r e a l  GNP 
l o o k  i n  t h a t  c o n t e x t ?  
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Mr. TRUMAN. These two years, 1987 and 1988. oil imports

don’t rise very much. You may get some effect on GNP to the extent 

that you don’t have the same rise in domestic production of oil or 

energy. measured in 1982 dollars. But there’s not much subtraction. 

even in our forecast, from higher oil imports from fourth quarter to 

fourth quarter. 


CHAIRMAN GREENSPAN. Also, assume that the overall non-oil 

import price deflator is significantly lower than it was in 1982. 

which, as I recall--


MR. TRUMAN. If I remember. it was just about 100: maybe I’m 

off by a few points. The non-oil price deflator was running about 

100.3 in the second quarter. 


CHAIRMAN GREENSPAN. Which means that it’s a relative issue 
that the domestic thing is [unintelligible]1 

MR. TRUMAN. Well. you would get some impact, I guess. from 

that. 


CHAIRMAN GREENSPAN. The reason I raise the issue is that 
it’s becoming a very crucial question, not of statistics, but for real 
evaluation here. We are trying to determine to what extent the net 
exports are the crucial issue. We are getting some signals out of the 
industrial production index. That is basically saying, if anything,
that the cutting edge of the net export figures is much sharper. s o  to 
speak--muchmore positive--thanthe GNP numbers are implying, because 
we are getting extraordinary strength in industrial production. Do 
you read it that way? Or is that--

MR. TRUMAN. I don’t know about extraordinary: maybe some of 
the comments earlier suggested that. One problem is that, to the 
extent you get this going on, you’re producing things which, of 
course, you’re shipping abroad: and you don’t see it showing up in 
consumption and things like that. And that is part of the adjustment
that President Boehne was talking about. You are not going through a 
recession actually, but you are going through a much slower growth in 
[economic] welfare, as measured in current consumption. 


CHAIRMAN GREENSPAN. We could be building inventories for 

export, which affects the industrial production index but doesn’t show 

up in the trade figures. I think implicit in all of this is that if 

the industrial production index stalls, it would raise some serious 

questions about this hypothesis. 


MR. PRELL. I might just note that, while industrial 
production is growing much more rapidly than we think GNP is growing
this quarter--andthe IP numbers must be regarded as still quite
tentative--that growth is well within the range of variation in that 
relationship. And for the year as a whole, the gap is rather 
moderate. So, at this point, we don’t see a big disparity in the 
signals coming from the industrial sector or industrial production
estimates and GNP. particularly when y o u  start [unintelligible] GNP 
goods output that most reasonably can be compared in industrial 
production. 
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CHAIRMAN GREENSPAN. Any other questions for Mike before we 
go to the general comments? May I request that. in the general 
comments, you address one question that is bothering me particularly,
and I think it’s really crucial to the outlook. I would appreciate
hearing any views you have on how to interpret the rise in long-term
Treasury rates--thatis, to what extent would you disaggregate the 
rise into inflation premiums, or expectations instability premiums,
and what part do you perceive to be real? By expectations instability
premiums I mean expectations that bond prices fluctuate so 
dramatically that. in fact. you’re imposing a premium on the overall 
interest rate. It strikes me that much of what we are viewing out 
there, and how we view it. is going to depend to a very substantial 
extent on how we evaluate the various components in what is a fairly
significant rise in the underlying bond rate. I think President 
Boehne wanted to open it up? 

MR. BOEHNE. Let me just comment on the Philadelphia region.
It continues to perform well above the national experience. New 
Jersey, Delaware and eastern Pennsylvania continue to have very low 
unemployment rates. As a matter of fact. I think that if there’s a 
drag on growth in these areas. it is that there’s a labor shortage and 
business firms simply can’t keep up with production needs. Even the 
traditional manufacturing areas in our District are showing
improvement, and unemployment is coming down in those areas as well. 
Both residential and nonresidential construction are very strong:
retail sales are healthy, except for autos: loan growth is running
about twice the national average: and real estate lending is growing
about three times the national average. So. we have a rather bullish 
region that is being constrained mostly I think not by a lack of 
aggregate demand. but labor. The concern that I have picked up in the 
last couple of months. mostly in the business community, is a concern 
about inflation. And I think it’s being triggered by these labor 
shortages that people report. particularly at the entry level. If you
l o o k  at the help wanted ads in the newspapers, and just the help
wanted signs generally, they are at pretty high levels. While wage
increases have been reasonably moderate. I think a lot of people in 
the business community are concerned that this is just the kind of 
situation that triggers a wage-price kind of spiral. 

On the national scene. I think the Greenbook numbers look 
reasonably good. In terms of the risks--and I am being influenced by
where I sit and the people that I talk to--itseems to me that 
whatever risks there were of having too weak an economy, or even a 
recession out through 1988. have shrunk considerably. I see the risks 
now on the side of triggering some kind of a wage-price increase. 
There is one point. however. in the outlook that I think bears 
mentioning. and that is that both the fundamentals and the trade 
situation indicate a continuing downward movement in the value of the 
dollar. Indeed. this is reflected in the Greenbook forecast. We are 
in this “inflation/dollar” box, as you aptly put it a moment ago. But 
I think that fundamentals have a way of winning out. even over central 
bank policy. So, as we deal with these bouts of a falling dollar and 
falling bond prices. we have to bear in mind that this is really what 
we expect. We expect the dollar to go down. And I think we have to 
be careful that. as we deal with these episodes. we don’t lose track 
of the fundamentals. That leads to the question that you posed, which 
is B very good question. I don’t have an answer, but I have a 
suspicion that more of this increase in long rates is real than it is 
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inflation. I say that because. if you look realistically at the fact 

that the U.S. is going to have to import lots of capital over the next 

several years, as we have the last several years, I think that calls 

for a certain premium over foreign interest rates. What we may be 

seeing here is some adjustment to what it takes to attract the kinds 

of funds that we need. 


CHAIRMAN GREENSPAN. Thank you. President Parry. 


MR. PARRY. Mr. Chairman, with regard to your question about 
real rates, we look at it in two different ways: first of all, through 
a model approach and. secondly, at the survey that is referred to as 
the Hoey survey from Drexel Burnham Lambert. Both of these give us a 
similar reading with regard to your question. In both of those 
instances, much of the increase in nominal rates has produced an 
increase in real rates. For example, the Hoey survey shows an 
increase of only two tenths of 1 percent in inflationary expectations
between January and June. So. in effect, what we got was a very sharp
increase in real bond rates when we saw bond rates increase so sharply
in the April-May period. This has a big impact on our forecast--and I 
think also on the Board staff’s forecast--becauseit does damp the 
growth of the interest-sensitive sectors of the economy. In some 
respects, I draw a little comfort from that because we also have 
strong growth in the net export area and, in effect. it is the 
weakness in the interest-sensitive sectors that makes room for this 
growth in net exports. 

With regard to our forecast more generally, we estimate that 
real growth will average between 2 - 1 1 2  and 3 percent over the forecast 
period. We have actually shaded slightly our expectations with regard 
to net exports, but we still have real net exports contributing
approximately 1 percent to real GNP growth, both this year and next 
year. Also. and here we have somewhat of a difference with the 
Greenbook forecast, we have greater strength in consumption in next 
year’s economy than the Greenbook forecast. That has something to do 
with differences about the growth of real disposable income, if I’m 
not mistaken. We are concerned about the inflationary impact. not 
only of our own forecast but also that of the Greenbook. As you know, 
in the Greenbook forecast, inflation averages 4 to 4 - 1 / 2  percent. at 
least in terms of the fixed-weight deflator: and we are not much 
different from that. But what concerns us is that, in some respects,
the composition of that inflation in our forecast changes rather 
dramatically. We are somewhere in a zone close to full employment, at 
least according to our staff work, and thus, in our forecast and in 
the Greenbook forecast as well, wage costs begin to accelerate. To 
the extent that the inflation in 1988 is more a function of what I 
would characterize as underlying factors and less a function of some 
of the temporary factors that we drew on this year, we think that the 
inflation problem will become more persistent. Finally, I do think 
that in some important respects, the risks to the outlook are on the 
upside with regard to real growth and perhaps in inflation as well. 
My primary concern here centers around government spending because I 
think that the assumption of the $25 billion cut used both by us and 
in the Greenbook may not materialize. And if it does not. then we are 
likely to get more strength from that sector than is included in our 
forecast. Thank you. Mr. Chairman. 

CHAIRMAN GREENSPAN. Thank you. Mr. Corrigan. 
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VICE CHAIRMAN CORRIGAN. In terms of the forecast. it has 
been true for some time, and it’s still true, that our staff work in 
New York has the same overall result as the Greenbook forecast but 
with an unchanged dollar and a slightly smaller adjustment in real net 
exports because we have a scattering of stronger elements of domestic 
demand, including inventories. So, while the aggregate numbers look 
very’much the same, what lies beneath them is quite different insofar 
as the dollar and real net exports. Our inflation outlook, despite
the fact that we have the dollar stable, is about the same, or maybe a 
shade worse than the Greenbook. 

Mr. Boehne raised a question earlier in the discussion about 
this overall adjustment process that I’d like to comment on just
briefly. and then turn back. I think. Ed, your question was: can it 
work? Or is the scale of the problem so big that you can’t get from 
here to there? When you look at the big three countries--theUnited 
States, Germany, and Japan--thefact of the matter is that by
conventional standards the adjustment is well underway in the sense 
that for both 1986 and 1987. and in our forecast for 1988. the growth
in domestic demand in both Germany and Japan is stronger to 
significantly stronger than is the growth in their own GNP. In the 
case of the United States. we still had domestic demand stronger than 
GNP in 1986; but in 1987. and in our forecast and yours as well-­
although there are some differences there--youget a widening out such 
that GNP growth in the United States is something like a percentage
point greater than growth in domestic demand. It is true that overall 
growth in Germany and Japan is perhaps lower than one would like to 
see. But, the dynamics of the adjustment have set in, in what I think 
is not an inconsequential way. Again. the evidence in all three of 
the major countries is basically working the way the textbook says it 
should. The problem, to some extent. is what Ed touched on earlier, 
and that is the scale of the adjustment that we are talking about and 
the scale of adjustment that is needed. When you look at it in terms 
of the behavior of exports--and this is all relevant to the outlook. 
I’m just getting there in a roundabout way--weall know these numbers 
are lousy, but the numbers for July 1987 versus July 1986 indicate 
that U.S .  export growth really has been, I think we can say, almost 
spectacular. And it’s not confined any more to a handful of products 
or a handful of countries: it’s pretty much across the board. 
including very sharp increases in exports even to Japan. The strength
of those export numbers in the context of the overall dynamics of the 
adjustment raises a couple of questions in my mind. What’s offsetting
it in part. of course, is imports. Our own imports are still very. 
very strong, across the board, with few exceptions--perhapslumber. 
But, by and large, those imports are still humming and a lot of that 
is price. Then again. how many J curves do we have to see in terms of 
import prices? That’s one of the reasons why I like our forecast--at 
least right now--betterthan I like the Board staff’s forecast. But,
when you put it together, it leads me to one or two possible
conclusions. One is that there really is something systematically 
wrong with the trade numbers, at least as we see them month to month. 
The second is that the domestic economy is, in fact. stronger than we 
think it is, or at least than the conventional measures are telling 
u s .  My hunch is that probably both of those things are true: that the 
trade numbers are messed up and that the domestic economy, if 
anything, is actually a bit stronger than we think it is. 
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Partly for the reasons I’ve just noted, I would certainly

join those who have already said that, in looking at the outlook at 

this point in time. the risks are decidedly on the upside. I find it 

hard at this point to ignore the galaxy of numbers in the business 

fixed investment areas, industrial production, orders, and labor 

markets. They all seem to be to pointing in that direction, in a 

context in which I really do believe that the margin of upside error, 

if you will. is really quite slim. I think you can now make a pretty

good case that actual GNP is brushing up against potential GNP: labor 

markets. no matter how you look at them, have to be at least near the 

danger zone: and I think it’s not hard to visualize at least some 

selective bottlenecks beginning to develop, for example, in nondurable 

goods areas where we already see that raw and intermediate material 

prices are rising. Now. we could get a little help. There is a faint 

chance. at least in the near term, that the oil price pressures could 

be downward rather than upward. That would be temporary, but that’s 

possibly a favorable straw in the wind. But when I put it all 

together, it seems to me that both the global picture as well as what 

we can derive from our own situation statistically lead me to view 

that the risks are on the upside. 


Now, on your question about the long-term Treasury rate, Mr. 

Chairman, I thought we were framing the question a little differently

than maybe you were. I was prepared to answer this question: what do 

I think is driving the rate up? Is that what you are asking? I’m not 

sure it is the same. 


CHAIRMAN GREENSPAN. The point is that, implicit in that, is 

the breakdown of the components. 


VICE CHAIRMAN CORRIGAN. Well, the breakdown of the 

components to the increment and the breakdown of the components to the 

level may not be the same, though. But, let me try to answer. 


CHAIRMAN GREENSPAN. Do both. 


VICE CHAIRMAN CORRIGAN. If it were the increment in the 

nominal rate. which is the question I thought you were asking, I would 

put virtually none of that on volatility, which was the middle factor 

you raised. I would put the greater weight on inflation-related 

considerations. including the exchange rate of the dollar. But. I do 

think there is something real there too: I can’t be very precise as to 

what. But I’d give zero weight on volatility. certainly. 


CHAIRMAN GREENSPAN. So this is your increment? 

VICE CHAIRMAN CORRIGAN. Yes. 


CHAIRMAN GREENSPAN. It has been volatile: therefore, it 

can’t be more volatile? 


VICE CHAIRMAN CORRIGAN. Yes, but I would say that while I 

think the bulk of the increment has been driven by these inflation-

related things, I also would say that the level of the real interest 

rate does come out higher. Maybe, just maybe. that’s because there is 

something happening in terms of the marginal productivity of capital.

It’s possible. 
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CHAIRMAN GREENSPAN. But. it’s almost impossible to tell at 

this time. 


VICE CHAIRMAN CORRIGAN. No. I agree. 


CHAIRMAN GREENSPAN. President Stern. 


MR. STERN. With regard to our view of the economy and 
conditions in the District, I think what we are seeing is quite
consistent with something like the Greenbook forecast. In general,
economic conditions in the District are quite good and have been 
improving consistently for some time. The only areas I hear any
reservations about have to do with residential construction, where 
reports have tended to be mediocre. and with loan demand, where 
bankers say there is no demand to speak of. Labor markets have 
tightened up a good deal, again. in general: but what is striking in 
that regard is that there is not any discernible increase in the rate 
at which salaries and wages are rising as yet. Apparently, at this 
point. people are just taking the strategy of not filling jobs or 
filling them more slowly than they otherwise would in this 
environment. With regard to your question about interest rates and so 
forth, I guess I would not have a definitive answer either. but I 
would start with the dollar. It seems to me that we sometimes talk as 
if all declines in the dollar are equal. I don’t start with that 
position. It seems to me that it matters a heck of a lot why the 
dollar is falling. For example, if we had fiscal policy in a position
where budget deficits were declining in a sustainable way over time, I 
might predict that real interest rates were going to decline 
sustainably and. therefore, the dollar might decline in that 
environment. I would say that would be fine: but I don’t think that 
characterizes the current situation at all. I think we are in a 
situation where, in fact. the adjustment.is unlikely to come through
fiscal policy. Therefore. particularly in light of the June and July
trade numbers, there are a lot of market participants who seem to feel 
the adjustment is going to have to come through other policy steps in 
this country. I think this is kind of what Mike and Ted Truman were 
talking about earlier--ifyou are going to get continued improvement
in trade, that requires higher real rates here to damp residential 
construction, nonresidential construction, and s o  forth. 
Alternatively. of course, we may at some point get into the situation 
where we are not prepared for rates to rise in that fashion so that we 
sort of arrest the improvement in trade: that is, we get stronger
domestic demand and stall the improvement in the trade balance. I 
think that’s the kind of box we are in as long as we have the fiscal 
policy outlook that we have. That situation seems to me to be 
discouraging. as it has been for quite some time. 

CHAIRMAN GREENSPAN. President Forrestal. 


MR. FORRESTAL. Thank you. Mr. Chairman. I would start with 

the region. by repeating what I said last month--that economic 

conditions in the Sixth District are really booming and seem to be 

strengthening. The reports that we’re getting from our directors and 

from other business people are extremely positive at this point and 

very optimistic. And. it’s fairly much across the board. For 

example. we are seeing increasing evidence of improvement in the 

tradeable goods areas. certainly in textiles. We are also getting

improvement in apparel production. Paper production and chemicals 
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a l s o  a r e  do ing  a l o t  b e t t e r ,  and I might  s a y  t h a t  pape r  and t e x t i l e  
m i l l s  and f a c t o r i e s  a r e  go ing  j u s t  f l a t  o u t  a t  t h e  moment i n  o u r  a r e a .  
We a r e  now h e a r i n g  abou t  l a b o r  s h o r t a g e s ,  p a r t i c u l a r l y  i n  t h e  t e x t i l e  
a r e a s ,  and t h e r e  a r e  some b o t t l e n e c k s  beg inn ing  t o  a p p e a r .  For  
example,  w e  have had r e p o r t s  o f  sh ipmen t s  of c a r p e t i n g  b e i n g  de layed
because  o f  l a b o r  s h o r t a g e s .  But hav ing  s a i d  t h a t ,  a t  t h i s  p o i n t  a t  
l e a s t ,  w e  have n o t  s e e n  y e t  any p r e s s u r e s  on wages,  s i n c e  l a b o r  seems 
t o  be  moving from t h e  s lower -g rowth  a r e a s  i n t o  t h e  a r e a s  t h a t  a r e  
p i c k i n g  up .  So f a r .  t h e  wage p r e s s u r e s  have n o t  f o l l o w e d ,  a t  l e a s t  
immedia t e ly ,  from t h e  l a b o r  s h o r t a g e s .  Even on t h e  commercial  
s t r u c t u r e s  s i d e ,  we a r e  s e e i n g  e x c e s s  s u p p l i e s  of s p a c e  b e i n g  absorbed  
more r a p i d l y ,  and t h a t  i s  p a r t i c u l a r l y  t r u e  i n  t h e  f a s t  growing s t a t e s  
of G e o r g i a ,  F l o r i d a ,  and Tennessee .  C o n s t r u c t i o n  f i g u r e s  a r e  up a l s o .  
We a r e  n o t  o n l y  g e t t i n g  a b s o r p t i o n :  we a r e  g e t t i n g  more c o n s t r u c t i o n .  
p a r t i c u l a r l y  i n  t h e  h o s p i t a l  and warehouse o p e r a t i o n s .  R i s i n g  
mortgage r a t e s  have c u t  i n t o  t h e  hous ing  s e c t o r .  p a r t i c u l a r l y  i n  t h e  
m u l t i f a m i l y  area.  I n  L o u i s i a n a - - I  would s i n g l e  t h a t  o u t  because  we’ve 
had n o t h i n g  b u t  bad news f o r  a coup le  of  y e a r s  i n  t h a t  a r e a - - w e  a r e  
b e g i n n i n g  now t o  g e t  some good news. m a r g i n a l l y  b e t t e r  news. The r i g  
coun t  i s  up and a l l  o f  t h e  o i l  and g a s  s u p p o r t  s e r v i c e s  a r e  beg inn ing  
t o  come back  on l i n e .  

Turn ing  t o  t h e  g e n e r a l  f o r e c a s t .  o u r  f o r e c a s t  f o r  t h e  l a s t  
h a l f  of  t h i s  y e a r  has  s t r e n g t h e n e d  a b i t  i n  comparison t o  what we had 
a month ago .  Consumption seems t o  have p i cked  up somewhat more t h a n  
w e  had a n t i c i p a t e d  and w e  a r e  s e e i n g  inves tmen t  respond t o  h i g h e r
p l a n t  u t i l i z a t i o n .  Looking ahead t o  1988. we a r e  m a r g i n a l l y  lower  
t h a n  we were a t  t h e  t i m e  o f  t h e  l a s t  mee t ing ,  and j u s t  abou t  i n  l i n e  
w i t h  t h e  Greenbook f o r e c a s t .  The o n l y  d i f f e r e n c e  we have  w i t h  t h e  
s t a f f  f o r e c a s t  i s  i n  t h e  a r e a  of  consumption which,  of c o u r s e ,  I ’ v e  
mentioned a coup le  o f  t imes b e f o r e .  And, a s  I i n d i c a t e d  e a r l i e r ,  we 
d o n ’ t  s e e  q u i t e  t h e  l e v e l  of  improvement i n  n e t  e x p o r t s  t h a t  t h e  s t a f f  
i s  s e e i n g .  But when you n e t  t h a t  o u t ,  w e  a r e  p r e t t y  c l o s e  f o r  1988.  
A l s o ,  I t h i n k  i t  i s  s i g n i f i c a n t .  a s  f a r  a s  o u r  f o r e c a s t  i s  conce rned .  
t h a t  we  d i d  n o t  b u i l d  i n t o  t he  f o r e c a s t  any t i g h t e n i n g  of  monetary 
p o l i c y .  which a p p a r e n t l y  t h e  s t a f f  d i d .  On t h e  p r i c e  s i d e ,  a g a i n .
w e ’ r e  p r e t t y  c l o s e  t o  t h e  Greenbook f o r e c a s t .  S o ,  when I p u t  a l l  t h i s  
t o g e t h e r .  Mr. Chairman, it seems t o  m e  t h a t  t h e  f o r e c a s t  i s  r e a s o n a b l e  
and even a l i t t l e  o p t i m i s t i c .  And I would a g r e e  w i t h  t h o s e  who would 
put  t h e  r i s k  on t h e  u p s i d e  r a t h e r  t h a n  t h e  downside.  

Now w i t h  r e s p e c t  t o  your  q u e s t i o n ,  I t h i n k  t h e r e  a r e  p robab ly
i n g r e d i e n t s  of b o t h .  A t  l e a s t  f rom where I s i t .  t h e r e  i s  some 
i n f l a t i o n a r y  e x p e c t a t i o n  i n  t h e s e  h i g h e r  r a t e s .  b u t  t o  a l a r g e  e x t e n t ,  
I t h i n k  t h e y  a r e  r e a l .  But hav ing  s a i d  t h a t ,  it seems t o  me from t h e  
few market  p a r t i c i p a n t s  t h a t  I ’ v e  t a l k e d  t o ,  t h a t  t h e r e  may be  an 
e lement  of  i r r a t i o n a l i t y  i n  t h e  way t h e  market  i s  r e a c t i n g .  The 
r e a c t i o n s  t o  even minor d e c l i n e s  i n  t h e  v a l u e  o f  t h e  d o l l a r  a r e  
p roduc ing  h i g h e r  r a t e s  t h a n  might  have been c a l l e d  f o r .  I d o n ’ t  know 
how t o  a s s e s s  t h i s .  r e a l l y :  I ’ m  j u s t  t a l k i n g  t o  a few peop le  i n  t h e  
market  who a r e  s i t t i n g  i n  A t l a n t a  and who have made t h i s  comment. 
They a r e  s a y i n g .  and I t h i n k  t h e r e  may b e  some v a l i d i t y  t o  i t ,  t h a t  
t h e r e  may be  some o v e r - r e a c t i o n ,  a l t h o u g h  some o t h e r  f a c t o r s  a r e  
i n v o l v e d .  Now. if t h a t ’ s  t r u e ,  I t h i n k  t h e  p o l i c y  i m p l i c a t i o n  i s  upon 
US. because  t h e y  a r e  go ing  t o  be  r e a c t i n g  pe rhaps  a d v e r s e l y  t o  t h e  
t r a d e  numbers f o r  Augus t ,  which p robab ly  w i l l  n o t  be v e r y  good. We 
have j u s t  done some work which would i n d i c a t e  t h a t  t h e  s e a s o n a l  
f a c t o r s  t h a t  are  p r e s e n t  i n  J u l y  a r e  p robab ly  p r e s e n t  i n  August a s  
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well. So. we may get some equally bad trade numbers. And, as the 

Gramm-Rudman fiscal policy debate goes on in the Congress and we don’t 

get anything out of that. I think there’s going to be a reaction in 

the bond market as well. It seems to me that the market is looking

for every snippet of bad news that it can find and reacting to that. 

rather than trying to find something positive in the scenario. 


CHAIRMAN GREENSPAN. Thank you. President Keehn. 


MR. KEEHN. Thank you, Mr. Chairman. From a national 

perspective, our forecast is really very consistent with the staff 

forecast. I would say that we have been a little higher throughout

the year and, therefore, the last revision by the staff brings it 

pretty much in line with our perspective. 


With regard to the District. whereas we have been a laggard

throughout this recovery, certainly, at this point we have turned 

around. The conditions and the trends in the District I think are 

very favorable. Employment, for example, is very consistent with the 

national numbers. Our unemployment is still higher than the national 

average, but I do think the employment numbers are coming along quite

well. 


I thought I would comment on just a couple of industries that 
are important to the District that I think are going through an 
interesting and positive adjustment. First, the steel industry is a 
very dramatic example of a shift that is taking place in a very
troubled industry: We have had in the Midwest just a whole host of 
closings, bankruptcies, and near-bankruptcies. and, in addition, some 
shutdown of capacity: but those who have survived and those who have 
put some money into the plants, and have modernized them. certainly at 
this point are doing very well. The decline in the dollar and the 
import restrictions have helped tremendously, but the demand for 
domestic steel is strong, and as a consequence, the plants are 
operating at a much better rate. The demand for steel products seems 
to be quite broadly based, and now is as strong as any time since 
1981. In getting to a point you raised earlier, many of these 
products are on allocation: the delivery times are clearly moving up
from eight to nine weeks, so there is a slowdown in the delivery 
process. The service centers. as I understand it, are trying to build 
inventories but are not able to do it: inventory is going out as fast 
as it comes in. And. not surprisingly. there is something of a price
increase going on in the industry and the price increases for the 
first time in this cycle may really seem to be sticking. A tangible
sign of an improvement in this industry in the last six or eight
months is that we’ve had an announcement of two new steel plants in 
Indiana: one a joint venture with a Japanese company, which is quite a 
significant installation: and the second a stand-alone facility. 

VICE CHAIRMAN CORRIGAN. These are both [unintelligible]

integrated plants? 


MR. KEEHN. No, the Japanese one, I think, is fairly

specialized: but they are brand new plants centrally located. 


CHAIRMAN GREENSPAN. Cold-rolling operations? Or importing

slab? 
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MR. KEEHN. No, not importing--they are taking slab out of a 
Chicago mill and cold-rolling it in Indiana. So. I do think it’s an 
industry that has gone through a tremendous transition. The other 
industry that is important to the District is heavy duty trucks--Class 
8 trucks. Sales this year, I think. are going to be 13 or 14 percent
higher than last year. and the outlook for next year is another 
increase of 3 to 4 percent. These will go up to 1 2 5 . 0 0 0  to 130.000 
units and this is just a lot higher than what we were experiencing
three or four years ago. There is still a lot of capacity in that 
manufacturing process but. nevertheless, this is a business that seems 
to have gotten better. Pricing is still tough, however. 
Nevertheless, from the District’s perspective, it has been good. 

Let me say a quick word about agriculture by adding a little 

to what I’ve said in the past: namely. conditions seem to have 

stabilized. albeit at low levels. Land values are beginning to move: 

transactions are higher. and in a couple of instances, significantly

higher. But. the point I’d make on what I find to be a new 

development is that general business conditions, not just agricultural

conditions, in the area of Iowa seem to be better. 


Turning to the price issue, I must say that I find this a 
very, very difficult read. I keep hearing about price increases: I’ve 
commented on steel. but specialized chemicals, paper, paper products,
brass. and copper all seem to be moving up in price. They don’t show 
up yet in the C P I  numbers. The competitive conditions for finished 
products are very tough and people are being squeezed on margins: but. 
at some point. you just have to think that this is going to poke
through. On the wage side. I’d add to the comments that we are 
hearing about shortages. We were up in Michigan the other day doing a 
presentation and some of the people were commenting that they just
can’t get enough people to work in some of the operations there. I 
would think that, at some point, we are going to see something of an 
increase on wage rates that’s beyond what we’ve had over the last year 
or so.  

Turning then, Mr. Chairman, to your question on long-term 

rates. which is a very, very key issue, like Jerry. I think it is 

awfully hard to analyze each part. But. I think that the underlying 

rate of economic activity here is pretty good: it may be a little more 

rapid than we expected and. therefore, there may be some real pressure 

on rates. Also--and I can’t analyze what part equals what--onthe 

inflation side. I think there is growing skepticism out there: there 

is concern about inflation, and something in the rate increase that we 

have experienced certainly has to relate to that. Thank you. 


CHAIRMAN GREENSPAN. Thank you. Mr. Boykin. 


MR. BOYKIN. Mr. Chairman, I guess it’s somebody’s turn to 

say something not quite as positive as we have been hearing. I guess

it falls to my lot, being from the Eleventh District. I would 

characterize our economy in the Eleventh District as still somewhat 

sluggish and a little fragile, although there have been tentative 

signs of improvement. Businesses around the District that serve a 

national or international market all seem to be saying that they are 

seeing some improvement. These would be primarily in electronics. 

livestock, chemicals. and defense. There is a little more optimism

there. The businesses that serve their own local area or region. 




9/22/87 23 -

though, say that their business remains flat: they really have not 
seen any signs of improvement. Obviously, there is a correlation in 
attitudes and sentiment related to oil prices, since oil is so 
important in our region. With the improvement there. and with the 
increase in the oil rig count and additional activity going on, there 
is more optimism. There is a little more activity in related 
businesses: all but construction-related manufacturing are growing.
Agriculture is stabilizing. and cotton and livestock farming are doing
fairly well. Our retail sales remain fairly flat. We continue to 
worry somewhat about the condition of our financial institutions. 
Pick up a newspaper and you’ll still find reports of foreclosures and 
bankruptcies continuing. Last week in Austin, which was really the 
bright spot for the last several years in Texas, there was the posting
of a foreclosure of a fairly major hotel-office complex that was 
pretty new. There were foreclosure postings in Houston, also, of two 
or three fairly well known good projects. This doesn’t mean the 
foreclosures will actually occur: the postings could be part of a 
renegotiation. Nevertheless, it is upsetting. We saw a report last 
week that Dallas had lost 40,000 jobs over the last year. That seems 
awfully high to me, but those are the kinds of reports we are hearing.
Though we hope that we are on a comeback trail--and,if oil prices
hold, I think we will be--1don’t think we have seen the bottom of our 
commercial real estate problem. I think we probably are going to be 
worrying about that for at least two years. possibly three, before we 
can work through that. 

On the national picture, and possibly I’m somewhat 

influenced by our own Eleventh District, we would come out--looking 

out through the rest of this year to 1988--alittle below where the 

Greenbook is this time. Although we moved our own forecast up

slightly, we didn’t come as far as the Board staff has in the 

Greenbook. On the long-term rate, I don’t know that I have any

particularly useful insight into that except that the evident concern 

about inflation does not seem to be quite as deep among the people

I’ve talked to: certainly. in our District, there is not really

[unintelligible] to the problem. 


CHAIRMAN GREENSPAN. President Black. 


MR. BLACK. Mr. Chairman, I’m afraid I owe some apology for 
having discussed my thoughts on the state of the U.S. economy at a 
time you wanted to consign to questions. So let me just address that 
last question you posed as best I can, which is not very well. I 
think you have to look at the negative correlation we have had between 
exchange rates and long-term interest rates since the fall of 1986 to 
get an answer to that. There are three possible explanations: one is 
that this has resulted from still a third factor, which is the rise in 
inflationary expectations. A second--andmaybe the most popular
explanation of it--isthat this decline in the dollar rate has been a 
decline in the real rate because of the persistently larger trade 
deficits that we have had. and fears that this will be reflected in 
higher import prices. which also will spill over into the prices of 
goods from those industries that compete with imports. And the third 
explanation is that the rates may be high because the market is 
responding to what it thinks we are likely to do: but if that is the 
case. tightening would clearly be inappropriate because that would 
mean. I think. that a large part of that was real. My impression has 
been that there really hasn’t been that much response at the long end 
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t o  a c t i o n s  t h a t  w e  have t a k e n .  For example,  t h e  r e sponse  t o  what I 
t h o u g h t  was a v e r y  s t r o n g  s t a t e m e n t  v i a  t he  d i s c o u n t  r a t e  i n c r e a s e  and 
a l s o  t h e  r a i s i n g  of t h e  borrowed r e s e r v e  l e v e l  was b i g  a t  t h e  s h o r t  
end:  b u t  we d i d n ’ t  r e a l l y  have a l l  t h a t  much r e sponse  a t  t h e  l o n g  end .  
S o ,  t h a t  s u g g e s t s  t o  m e  t h a t  some p a r t  of t h i s  i s  p robab ly  r e a l .  I 
guess  I would end up w i t h  a view a l o n g  t h e  l i n e s  t h a t  J e r r y  f i r s t  
o u t l i n e d ,  and some o t h e r s  have endor sed .  t h a t  p a r t  of  t h i s  i s  r e a l  and 
p a r t  of t h i s  i s  i n f l a t i o n a r y  e x p e c t a t i o n s .  I d o n ’ t  know what t h e  mix 
i s  and I guess  nobody e l s e  d o e s .  Bu t ,  I b e l i e v e  b o t h  f a c t o r s  a r e  a t  
work,  I ’ m  a f r a i d .  

CHAIRMAN GREENSPAN. I wish  we knew t h e  answer t o  t h i s .  

MR. BLACK. I do t o o .  

CHAIRMAN GREENSPAN. Vice P r e s i d e n t  Hendr i cks .  

MR. HENDRICKS. I l i k e  t h e  comments made by Ed Boehne. We 
a r e  e x p e r i e n c i n g  a b u l l i s h  f e e l i n g  w i t h  r e s p e c t  t o  b u s i n e s s  i n  our  
D i s t r i c t .  I ’ m  r e a l l y  n o t  s u r e  how much s i g n i f i c a n c e ,  i f  a n y ,  shou ld  
be p l a c e d  on t h i s  o b s e r v a t i o n  b u t .  a t  a r e c e n t  mee t ing  of o u r  
d i r e c t o r s  we d i d  n o t i c e  f o r  t h e  f i r s t  t i m e ,  p e r h a p s ,  some concern  
abou t  r i s k  on l o n g e r - t e r m  l o a n s ,  and some a d j u s t m e n t s  i n  t h e i r  b a s i c  
l e n d i n g  p o l i c i e s ,  a t  t h e  marg in .  

With r e s p e c t  t o  o u r  o u t l o o k ,  i t ’ s  q u i t e  s i m i l a r  t o  t h e  
s t a f f ’ s  Greenbook f o r e c a s t ,  b u t  we s t i l l  c o n t i n u e  t o  see t h e  consumer 
i n  a s t r o n g e r  spend ing  p a t t e r n  t h a n  i n d i c a t e d  by t h e  s t a f f .  We a l s o  
s e e  hous ing  a s  l e s s  of  a d r a g  on t h e  economy. We d o n ’ t  b e l i e v e  
e x p o r t s  a r e  go ing  t o  be  q u i t e  a s  s t r o n g  a s  p r o j e c t e d  i n  t h e  Greenbook. 
D e s p i t e  t h e  s e c t o r a l  d i f f e r e n c e s  i n  t h e  p r o j e c t i o n s .  we come o u t  a t  
abou t  t h e  same p l a c e ,  w i t h  r e a l  GNP growing a t  abou t  t h e  same pace  a s  
t he  f o r e c a s t  i n  t h e  Greenbook. We would see t h a t ,  however ,  b e i n g  
accompanied by some p r e t t y  s t r o n g  wage and p r i c e  p r e s s u r e s .  

With r e s p e c t  t o  your  q u e s t i o n ,  I d o n ’ t  know how much I can  
add on t h a t .  b u t  r e c e n t  changes i n  t h e  r a t e s  do appea r  t o  us  t o  be 
r e l a t e d  t o  t h e  r a t e  of i n t e r e s t  [needed]  t o  a t t r a c t  f o r e i g n  s a v i n g s .  
We b e l i e v e  t h a t  some of t h e  e a r l i e r  i n c r e a s e s  t h a t  we saw might  have 
been t i e d  more c l o s e l y  t o  i n f l a t i o n .  

CHAIRMAN GREENSPAN. P r e s i d e n t  Melzer 

MR. MELZER. F i r s t  o f  a l l ,  I would s a y  t h a t  o v e r  t h e  l a s t  
y e a r  o r  s o .  per formance  i n  o u r  D i s t r i c t  h a s  been somewhat s t r o n g e r  
t h a n  t h e  n a t i o n a l  a v e r a g e .  Employment h a s  been abou t  i n  l i n e ,  r e t a i l  
s a l e s  somewhat s t r o n g e r .  and I guess  t h e  most n o t a b l e  a r e a  o f  s t r e n g t h
has  been c o n s t r u c t i o n ,  b o t h  r e s i d e n t i a l  and n o n r e s i d e n t i a l .  Over t h e  
l a s t  coup le  o f  months,  I would s a y  t h i n g s  have slowed a b i t ,  
r e l a t i v e l y  s p e a k i n g .  We h a v e n ’ t  kep t  pace  w i t h  t h e  employment g a i n s
n a t i o n a l l y  e i t h e r  i n  non-ag  employment o r  manufac tu r ing  employment. 
R e t a i l  s a l e s  have h e l d  up w e l l ,  r e l a t i v e l y  s p e a k i n g .  R e s i d e n t i a l  
c o n s t r u c t i o n  i s  i n  l i n e  w i t h  t h e  n a t i o n a l  a v e r a g e s  and n o n r e s i d e n t i a l  
i s  s t i l l  somewhat s t r o n g e r  b u t  growing a t  a much s lower  pace  t h a n  it 
was.  A n e c d o t a l l y ,  we’ve p i cked  up some ev idence  of t h e  same t h i n g
t h a t  h a s  been mentioned around t h e  t a b l e  t o d a y  i n  terms o f  l a b o r  
s h o r t a g e s .  There  was a company w i t h  abou t  9 0  s e m i - s k i l l e d  employees
t h a t  was s h u t  down, and a n o t h e r  b i g  employer i n  S t .  Lou i s  i n  town 
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expec ted  t o  p i c k  u p ,  I d o n ’ t  know, somewhere on t h e  o r d e r  of a t h i r d  
t o  a h a l f  o f  them. I t  ended up g e t t i n g  o n l y  f i v e  o f  them. because  
t h e r e  were s o  many o t h e r  peop le  b i d d i n g .  You h e a r  t h a t  i n  o t h e r  a r e a s  
a s  w e l l .  One o t h e r  t h i n g  I ’ v e  hea rd  i n  t h a t  r e g a r d  i s  t h a t  companies
t h a t  have g e n e r a l l y  been s t a b l e  i n  terms of  employment, o r  maybe even 
r e d u c i n g  employment h e r e ,  r e c e n t l y  have added employees.  There  a r e  
some n o i s e s  abou t  t r y i n g  t o  n e g o t i a t e  some o f  t h e  g i v e - b a c k s  t h a t  were 
o b t a i n e d  o v e r  t h e  l a s t  coup le  o f  y e a r s .  I ’ v e  hea rd  j u s t  one example
of t h a t :  i t ’ s  n o t  w idesp read .  

On t h e  b r o a d e r  o u t l o o k ,  w h i l e  I have been ,  and c o n t i n u e  t o  
b e ,  i n  agreement  w i t h  p u t t i n g  t h e  p r i o r i t y  on p r i c e  s t a b i l i t y  v e r s u s  
growth.  t h e  p r o j e c t i o n s  t h a t  come o u t  of  our  Bank. which a r e  based  on 
money-dr iven  models .  have  been showing f o r  some t i m e - - a n d  I t h o u g h t  I 
would ment ion  it t h i s  m o n t h - - t h e  r i s k  o f  a s h a r p  slowdown i n  t h e  
economy i n  1988 and even t h e  p o s s i b i l i t y  o f  a r e c e s s i o n .  Given t h e  
b e h a v i o r  of v e l o c i t y  and s o  f o r t h ,  I t h i n k  it i s  h a r d  t o  e v a l u a t e  t h i s  
e x a c t l y ,  b u t  one o f  t h e  t h i n g s  t h a t  peop le  c o n t i n u e  t o  fee l  r e a s o n a b l y  
s t r o n g l y  abou t  i s  t h e  e f f e c t  of  a s h a r p  s lowing  i n  money i n  r e l a t i o n  
t o  t r e n d ,  i f  i t  i s  s u s t a i n e d  f o r  two o r  more q u a r t e r s .  And, i t ’ s  
r e a l l y  on t h a t  b a s i s  t h a t  we come up w i t h  t h i s  f o r e c a s t .  S o .  t h a t ’ s  a 
v e r y  d i f f e r e n t  v iew t h a n  p r e v i o u s l y  e x p r e s s e d .  I t h i n k  i t ’ s  d i f f i c u l t  
t o  e v a l u a t e  because  you c a n ’ t  know t h e  e f f e c t  o f  a l l  t h e  l i q u i d i t y
t h a t  was p u t  i n  o v e r  t h e  l a s t  coup le  of  y e a r s ,  and whether  t h a t  might
c o n t i n u e  t o  have a s t i m u l a t i v e  e f f e c t  l o o k i n g  forward .  

One l a s t  p o i n t  on t h e  i n t e r e s t  r a t e  q u e s t i o n :  I s u s p e c t  i t ’ s  
a combina t ion  o f  a n  i n c r e a s e  i n  i n f l a t i o n a r y  e x p e c t a t i o n s  and some 
i n c r e a s e  i n  t h e  r e a l  r a t e .  The o n l y  o t h e r  t h i n g  I would ment ion  t h a t  
h a s n ’ t  a l r e a d y  been mentioned i s  t h a t  we a r e  a t ,  o r  have passed
t h r o u g h ,  a major  i n f l e c t i o n  p o i n t  i n  terms o f  t h e  i n t e r e s t  r a t e  
o u t l o o k  t h a t ’ s  i n t e r n a l i z e d  i n ,  s a y .  t h e  minds of t r a d e r s  and s o  
f o r t h :  and peop le  I would s a y ,  a s  we do .  j u s t  f o l l o w  marke t s  q u i t e
c l o s e l y ,  v e r y  q u i c k l y .  B u t ,  i n  terms of b road-based  b e h a v i o r ,  I t h i n k  
t h a t  r e a l l y  g e t s  b u i l t  i n t o  p r i c e s  o v e r  a s u r p r i s i n g l y  l o n g  p e r i o d  of 
t i m e .  I t h i n k  one o f  t h e  t h i n g s  w e  a r e  s e e i n g  h e r e  i s  peop le  
c o n t i n u i n g  t o  a d j u s t  p o r t f o l i o s  t o  a d i f f e r e n t  i n t e r e s t  ra te  o u t l o o k ,  
and p robab ly  t h i n n e r  p a r t i c i p a t i o n  i n  t h e  marke t .  a t  l e a s t  on t h e  
buying  s i d e ,  by f i n a l  i n v e s t o r s .  S o ,  I t h i n k  t h e r e ’ s  a c e r t a i n  
e lement  o f  u n c e r t a i n t y  a s s o c i a t e d  w i t h  t h i s  ad jus tmen t  phenomenon. 

CHAIRMAN GREENSPAN. Governor A n g e l l .  

MR.  ANGELL. In r e g a r d  t o  l o n g  bond r a t e s .  I t h i n k  what we 
a r e  s e e i n g  h a s  someth ing  t o  do w i t h  t h e  development of  an exchange 
r a t e  p o l i c y  t h a t  no one t h o u g h t  o u t  t h a t  c a r e f u l l y  ahead o f  t i m e .  
I t ’ s  u n f o r t u n a t e  t h a t  t h e r e  c a n ’ t  be  some median ground between 
r e c o g n i z i n g  t h a t  monetary p o l i c y  needs  t o  be a d j u s t e d  t o  t a k e  i n t o  
c o n s i d e r a t i o n  f o r e i g n  exchange developments  and t r y i n g  t o  p i n p o i n t  and 
draw l i n e s  i n  t h e  sand i n  r e g a r d  t o  f o r e i g n  exchange r a t e s .  I f  we had 
been w i l l i n g  t o  make monetary p o l i c y  a d j u s t m e n t s  b e f o r e  we drew t h e  
l i n e s  i n  t h e  s a n d ,  w e  p robab ly  would have avoided  some o f  t h e  
d i f f i c u l t i e s  we a r e  now i n .  N e v e r t h e l e s s ,  t h e  l i n e  got  drawn i n  t h e  
s a n d .  And when t h a t  happens .  it i s  v e r y  d i f f i c u l t  t o  u n h i t c h  d u r i n g  a 
p e r i o d  i n  which i n f l a t i o n  e x p e c t a t i o n s  a r e  on t h e  i n c r e a s e - .  
p a r t i c u l a r l y .  I t h i n k ,  when you have some commodity p r i c e  p r e s s u r e s  
t h a t  would r e q u i r e  s t a b l e  exchange r a t e s  i n  o r d e r  n o t  t o  have  
commodity p r i c e s  r i s e .  S o .  i n  t h a t  envi ronment ,  it seems t o  m e  t h a t  
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l o n g  bond buye r s  a r e  ma in ly  a n t i c i p a t i n g  what monetary p o l i c y  and 
f u t u r e  s h o r t - t e r m  r a t e s  a r e  going  t o  b e ,  and i t ’ s  k ind  of  a win-win 
s i t u a t i o n  from t h e i r  p e r s p e c t i v e ,  because  t h e y  t h i n k  t h a t  we might  
have t o  r a i s e  r a t e s  t o  s u p p o r t  [ t h e  d o l l a r  i n1  f o r e i g n  exchange
marke t s  o r  we might  have  t o  r a i s e  r a t e s  t o  r e s i s t  i n f l a t i o n :  and 
e i t h e r  one works i n  t h e  same way. Second. I t h i n k  t h e  l o n g  bond 
p r i c e s  a r e  a f f e c t e d  t o d a y  more s t r o n g l y  t h a n  t h e y  were t e n  y e a r s  ago
by a k i n d  of s p e c u l a t i v e  c y c l e .  That  i s .  a t  one p o i n t  i n  t i m e ,  l o n g
bond buye r s  r e a l l y  i n t e n d e d  t o  keep t h e  bonds .  But we have developed  
an envi ronment  i n  which w e  have i n v e s t o r s  and fund managers whose 
s u c c e s s  i s  based  upon t h e i r  performance:  and t h e r e  a r e  t i m e s  when it 
d o e s n ’ t  pay t o  be  owners o f  bonds a n d ,  c o n s e q u e n t l y ,  y o u ’ r e  go ing  t o  
have l o n g  bond r a t e s  move a l i t t l e  t o o  f a r .  I n  some ways. it d o e s n ’ t  
b o t h e r  me t o  s e e  l o n g - t e r m  i n t e r e s t  r a t e s  h i g h .  I t h i n k  it would 
b o t h e r  t h e  U . S .  Congress .  I hope it would b o t h e r  them, and I hope it 
would i n d i c a t e  t o  them how much o p p o r t u n i t y  t h e r e  i s  t o  h e l p  t h e r e  by 
c o n t r o l l i n g  s p e n d i n g .  

I n  r e g a r d  t o  t h e  Greenbook f o r e c a s t .  I r e a l l y  have no 
s i g n i f i c a n t  d i sag reemen t  o v e r  t h e  1987 f o r e c a s t .  The s t a f f  h a s  been 
l o w e r i n g  t h e i r  i n f l a t i o n  r a t e s  f o r  t h e  second h a l f  o f  1987. s o  I d o n ’ t  
s e e  much d i sag reemen t  t h e r e .  I do have t h r e e  a r e a s  o f  d i f f e r e n c e  i n  
r e g a r d  t o  t h e  1988 f o r e c a s t .  I d i s a g r e e .  I g u e s s ,  w i t h  Martha and 
some o t h e r s  who t o o k  one p o s i t i o n  w i t h  r e g a r d  t o  r e a l  e x p o r t s .  I ’ m  
t a k i n g  a n o t h e r  p o s i t i o n :  I b e l i e v e  r e a l  e x p o r t s  w i l l  m a i n t a i n  a l o n g e r  
s u s t a i n e d  growth p a t h  t h a n  i s  assumed i n  t h e  f o r e c a s t .  I b e l i e v e  t h a t  
w e  have many p r o d u c e r s  i n  t h e  Uni ted  S t a t e s  who have neve r  l e a r n e d  t o  
be  i n v o l v e d  i n  i n t e r n a t i o n a l  marke t s .  But once t h e  Uni ted  S t a t e s  
became such  a huge i m p o r t e r .  w e  began t o  change t h e  whole n a t u r e  o f  
t h e  o p p o r t u n i t i e s  t h a t  e x i s t .  S o ,  w e  have many, many s m a l l  and 
medium-size b u s i n e s s e s  t h a t  have neve r  t a k e n  t h a t  i n t e r n a t i o n a l  market  
s e r i o u s l y ,  and now t h e y  a r e  l e a r n i n g  t h a t  t h e y  do have t o  compete i n  
i n t e r n a t i o n a l  m a r k e t p l a c e s  a t  home and ab road .  And s o  I t h i n k  w e  have 
a l o n g  l e a r n i n g  cu rve  i n v o l v e d  h e r e .  We have a l o t  o f  f i n a n c i a l  
i n s t i t u t i o n s  t h a t  have n o t  done v e r y  w e l l  w i t h  r e g a r d  t o  r e c o g n i z i n g  
e x p o r t  l e n d i n g .  But I t h i n k  t h a t  l e a r n i n g  cu rve  a l s o  w i l l  o c c u r .  
T h e r e f o r e ,  I e x p e c t  t h a t  t h e s e  p r e s e n t  exchange r a t e s  w i l l  g i v e  us a 
wonderful  o p p o r t u n i t y  f o r  a l o n g  p e r i o d  of  e x p o r t  i n c r e a s e s .  

A s  f o r  my second d i sag reemen t  w i t h  t h e  1988 f o r e c a s t - - a n d  I 
know t h a t  Mike, o r  maybe Ted,  ment ioned t h e  GNP d e f l a t o r  and i t s  
s t r a n g e  b e h a v i o r - - I  would p o i n t  o u t  t h e  s t a f f ’ s  numbers on t h e  C P I .  
I n  J u l y ,  t h e  s t a f f  had f o r e c a s t  a 6 0  b a s i s  p o i n t  i n c r e a s e  i n  t h e  C P I  
from t h e  t h i r d  q u a r t e r  of 1987 t o  t h e  f o u r t h  q u a r t e r  of  1988.  Now 
t h e y  a r e  p r o j e c t i n g  a 150 b a s i s  p o i n t s  i n c r e a s e  i n  t h e  C P I .  Now. t h a t  
r e a l l y  i s  making t h i n g s  g e t  worse r a t h e r  r a p i d l y .  I t h i n k  t h a t ’ s  n o t  
l i k e l y ,  f i r s t  of a l l ,  because  b u s i n e s s e s  have found t h a t  t h e  
environment  i s  one i n  which you do n o t  make p r o f i t s  by b e i n g  a b l e  t o  
i n c r e a s e  your  p r i c e s  b u t  you do it by l e a r n i n g  t o  c o n t r o l  c o s t s .  So .  
I t h i n k  we a r e  i n  a d i f f e r e n t  environment  t h a n  w e  were .  Second. we 
have a l r e a d y  gone t h r o u g h  t h e  b i g  o i l  p r i c e  i n c r e a s e ,  which t h e  s t a f f  
i s  t e l l i n g  us s h o u l d  have o c c u r r e d  e a r l i e r .  About t h e  second h a l f  o f  
1987 i s  when it shou ld  h i t  u s ,  and I t h i n k  t h a t  h a s  k ind  of pas sed  u s .  
T h i r d ,  I t h i n k  f o r e i g n  exchange r a t e s  a r e  n o t  l i k e l y  t o  f a l l  by t h e  
amount [ i n d i c a t e d  i n  t h e  f o r e c a s t ] .  because  I would presume t h a t  t h e  
m a j o r i t y  o f  t h i s  Committee would n o t  b e l i e v e  t h a t  t h e  i n f l a t i o n  
f o r e c a s t  t h a t  we have i s  a c c e p t a b l e  and t h e y  would be  w i l l i n g  t o  t a k e  
t h e  s t e p s  t h a t  a r e  n e c e s s a r y  t o  n o t  have t h o s e  i n f l a t i o n  r a t e s  
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materialize. Consequently. the dollar should behave quite well in 

that environment. 


The third disagreement [with the forecast] is in regard to 
tax receipts. I think everyone is underestimating the effects of the 
Tax Reform Act, which is our first tax reform act since 1963. It is 
the first time we have broadened the base while decreasing the rates. 
All the evidence shows that the tax receipts are coming in higher than 
anticipated. We are going to have tax receipts that are going to be 
the largest percent of GNP in any peace-time year in our history. Not 
all that goes away with the one-time capital gains move, so I am 
somewhat optimistic in that regard. I am certainly willing to take 
whatever steps are necessary to make certain that the forecast for 
1988 isn’t correct because, if it is, then it is absolutely essential 
that we have policies that would lead to a tremendous slowdown in this 
economy. 

CHAIRMAN GREENSPAN. President Guffey. 


MR. GUFFEY. Thank you. Mr. Chairman. I will try to be very
brief in view of the coffee being outside! With respect to the Tenth 
District, we do see some very, very modest recovery. Looking at 
various sectors of the economy, starting with agriculture: commodity
prices are up: red meat prices are very good: government transfer 
payments are outstanding: and. as a result, there is some comfort in 
the agricultural sector--or at least among those who are still in the 
sector. Lastly, I would say that our most recent survey indicates 
that agricultural land prices have stabilized. and there is a modest 
uptick in those prices as well. So, agriculture. from a very low 
level, has a good outlook for the rest of 1987 and quite likely in 
1988. depending upon what the farm subsidy program will be in 1988. 
When you look at energy. the same is true: from a very, very low base 
it looks a bit better. In July, for example, there were 373 rigs
working in the Tenth District as opposed to [unintelligible] in June. 
That’s not much of an uptick, to be sure, and it is only 20 percent of 
the level that was achieved in 1982. which was the peak of the energy
boom. So. it is still at a very low level. [Unintelligible]
supporting a bit. Commercial real estate has been very depressed in 
Denver. Oklahoma City, and Tulsa--thoseareas that built on 
expectations [generated by] the energy and agricultural booms back in 
the early 1980s. inflationary expectations, [unintelligible]. There 
is a very slow absorption rate of some very nice and new commercial 
structures. In the Kansas City area there has been some damping in 
commercial construction, but nonetheless, it still looks very 
prosperous. In some areas, there has been a bit of damping in 
residential starts and sales, but activity is still above a year ago
throughout the District in the aggregate. One last point that I would 
make with respect to economic activity in the District would be on the 
manufacturing sector: the automobile industry is not working at full 
production and. as a matter of fact. there continue to be layoffs in 
plants. particularly in the Kansas City area, in the GM plants
specifically. There has been a bit of light at the end of the tunnel 
in the aircraft industry in the sense that sales most recently have 
been up in dollar volume but down in unit sales, largely because the 
sales are of jet aircraft as opposed to the smaller units. 

Let me just address. then. our view of the staff forecast. 

They are a bit more bullish than we are. We look for about 2-314 
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p e r c e n t  growth n o t  o n l y  f o r  t h e  remainder  of 1987 b u t  i n t o  1988.  I n  
t r y i n g  t o  l o o k  a t  t h e i r  f o r e c a s t  i n  r e l a t i o n  t o  o u r  numbers ,  I b e l i e v e  
t h e  d i f f e r e n c e  i s  t h a t  t h e y  have a b u i l d u p  i n  i n v e n t o r i e s  i n  t h e  
f o u r t h  q u a r t e r  t h a t  goes o u t  i n t o  1988.  That  may be  t h e  d i f f e r e n c e  i n  
t h e i r  f o r e c a s t  and o u r s ,  b u t  it i s  such  a modest d i f f e r e n c e  t h a t  I 
d o n ’ t  t h i n k  t h e r e  would be a l o t  t o  a r g u e  a b o u t .  To be  p e r f e c t l y  
h o n e s t ,  I hope t h e i r  f o r e c a s t  o c c u r s .  I d o n ’ t  f e e l  t h e r e  i s  much r i s k  
on t h e  u p s i d e ,  however,  of t h i s  g e t t i n g  away from u s .  

L a s t l y ,  a s  t o  your  q u e s t i o n  on l o n g - t e r m  bond r a t e s .  I 
s u s p e c t  it i s  a p a r t  of a l l  t h r e e  of t h e  t h i n g s  t h a t  have been 
ment ioned .  I guess  I would come o u t  on t h e  s i d e  o f  g i v i n g  more weight  
t o  t h e  view t h a t  it i s  a n  i n c r e a s e  i n  r e a l  r a t e s  n e c e s s a r y  t o  a t t r a c t  
funds  t o  s u p p o r t  t h i s  f e d e r a l  budget  d e f i c i t  a s  opposed t o  j u s t
i n f l a t i o n a r y  e x p e c t a t i o n s .  The u n c e r t a i n t y  c r e a t e d  by a l l  o f  t h i s  
l a r g e l y  a c c o u n t s  f o r  i t :  how you d i s a g g r e g a t e  i t ,  I d o n ’ t  know. 

CHAIRMAN GREENSPAN. Vice P r e s i d e n t  Eisenmenger .  

MR. EISENMENGER. Turn ing  f i r s t  t o  t h e  r e g i o n a l  economy, w e  
may have t h e  s t r o n g e s t  r e g i o n a l  economy i n  t h e  n a t i o n ,  and I t h i n k  a 
good monetary p o l i c y  f o r  t h e  New England r e g i o n  would b e  an 
a l t e r n a t i v e  D .  When you g e t  t o g e t h e r  w i t h  o u r  bus inessmen,  a l l  t h e y  
can  t a l k  abou t  i s  t h e  l a b o r  p r o b l e m - - t h a t  t h e y  c a n ’ t  g e t  t h e  l a b o r  
t h e y  need .  We h e a r  s c a t t e r e d  r e p o r t s  t h a t  peop le  a r e  s p i n n i n g  o f f  
t h e i r  o p e r a t i o n s  i n  e a s t e r n  Massachuse t t s  o r  Connec t i cu t  and p u t t i n g
them i n  t h e  d e p r e s s e d  a r e a s  o f  n o r t h e r n  Maine,  o r  t h e y  a r e  t a l k i n g
abou t  p u t t i n g  them i n  o t h e r  p a r t s  of  t h e  c o u n t r y .  They a r e  n o t  moving
t h e i r  e n t i r e  o p e r a t i o n ,  b u t  a r e  moving p i e c e s  o f  i t .  However, I d o n ’ t  
t h i n k  N e w  England i s  t y p i c a l .  W e  have a n  o v e r a l l  unemployment r a t e  of 
3 p e r c e n t ,  and i n  New Hampshire ,  it i s  2 . 2  p e r c e n t .  And t h a t  i s  n o t  
t y p i c a l  o f  t h e  n a t i o n ,  which i s  6 p e r c e n t .  S o ,  you c a n ’ t  r e a l l y  l o o k  
a t  t he  wor ld  t h r o u g h  o u r  e y e s .  

I n  o u r  v i ew,  t h e  Greenbook f o r e c a s t  f o r  t h e  U.S .  economy i n  
t h e  n e x t  15 months i s  a lmos t  t h e  i d e a l  s c e n a r i o .  If we have a 
s u f f i c i e n t  g u i d i n g  sys tem t o  accompl ish  what t h a t  f o r e c a s t  s u g g e s t s ,
t h a t  i s  a lmos t  a s  good a s  we  can  e x p e c t ,  c o n s i d e r i n g  t h e  c o n s t r a i n t s .  
I t  i s  showing a r e a l  growth r a t e  of someth ing  l i k e  2 - 1 1 2  p e r c e n t  w i t h  
t h e  o v e r a l l  employment r a t e s  and c a p a c i t y  u t i l i z a t i o n  r a t e s  o n l y  
s l i g h t l y  d i f f e r e n t  t h a n  t h e y  a r e  now, which would s u g g e s t  we would 
have o n l y  t h i s  minor u p t i c k  i n  i n f l a t i o n  n e x t  y e a r .  And t h a t  i s  a n  
i d e a l  s c e n a r i o .  So  t h e  q u e s t i o n  i s :  Can w e  g e t  t h e r e ?  A t  l e a s t  a s  we 
r ead  i t ,  t h e r e  i s  n o t  much r i s k  on t h e  downside any more. The new 
o r d e r s  t h a t  a r e  coming i n ,  t h e  i n d u s t r i a l  p r o d u c t i o n  s t a t i s t i c s .  and 
t h e  p r o b a b l e  g r e a t e r  s t r e n g t h  from f o r e i g n  o r d e r s ,  s u g g e s t  t h a t  t h e  
dange r s  of a r e c e s s i o n .  a t  l e a s t  i n  t h e  n e x t  18 months,  a r e  p r e t t y  
w e l l  washed away. On t h e  u p s i d e - - t h e  p o s s i b i l i t y  o f  hav ing  someth ing
f a s t e r  t h a n  a 2 - 1 1 2  p e r c e n t  r e a l  growth r a t e - - w e  have  s e t  i n  t r a i n  two 
a c t i o n s  j u s t  i n  t h e  l a s t  2 5  days  which p r o v i d e  u s  some i n s u r a n c e  
[ a g a i n s t  t h a t ] .  And t h e  s t a f f  t a l k s  abou t  a d d i t i o n a l  a c t i o n s  d u r i n g
t h e  n e x t  y e a r  t h a t - - i t  i s  o u r  b e s t  guess - -wou ld  p r o v i d e  a d d i t i o n a l  
i n s u r a n c e .  Our hope i s  t h a t  w e  can  a c h i e v e  t h e  f o r e c a s t  t h a t  t h e  
Greenbook s o  o p t i m i s t i c a l l y  p u t s  fo rward .  I d o n ’ t  t h i n k  I have 
a n y t h i n g  t o  c o n t r i b u t e  t o  what o t h e r  peop le  have s a i d  on t h e  l o n g - t e r m
bond r a t e .  
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MR. JOHNSON. What has the regional inflation rate been doing

in New England? 


MR. EISEMENGER. Well, wage rates are moving up faster. 


MR. JOHNSON. But overall. I mean the broader-. 


MR. EISENMENGER. Well, you would have to talk about pieces.

If you talk about the price of housing, we used to be-- 


MR. JOHNSON. The Boston CPI? 


MR. EISENMENGER. When you talk about rental housing, it 

doesn’t show up that much. But, in fact, when you’re trying to bring

in professional people. you can’t do it. All the businessmen we 

talked to say they can’t bring in anybody to buy a shack that costs 

$250,000: so there is no labor mobility in view of the housing

shortage. Eventually. we will not have that housing shortage, as we 

didn’t have it in the long run in California. It may be three years 

away. So there is not much mobility, despite the fact that we pay

somewhat higher wages, because the real cost of living for someone 

moving in and buying a house is almost impossible. 


MR. JOHNSON. Well, I agree with most of the discussion on 

the economy. It has been covered pretty well. I do think the economy

has clearly picked up strength, and there is very little downside 

[risk] in the economy now. It is clearly in an expansion phase at a 
higher level than it was on before. but there’s still an outstanding
question--we’vealready discussed this and Mike went over it very
well--asto how much of this is production-generated by the external 
economy and inventory building versus an overall expansion in 
aggregate demand. I think that is the key to what we would have to do 
on the monetary policy side. A s  I said earlier, I think that a lot of 
this seems to be trade-related. Some of it is not. I think there has 
been a buildup in inflationary expectations. I am fairly pleased at 
the moves we have taken; I think they were proper and should have the 
effect of eventually moderating aggregate demand to a level consistent 
with the forecast. Now. we are hedging against the plausibility of 
what kind of velocity number you could expect to go with those 
aggregates. Like I say, I think we are close to having the thing
cornered. The lags are long; we may have to go through a few quarters
of some pressure before we see the other side of that. But. I don’t 
see a lot of room for nominal GNP under the kind of monetary policy we 
have now. The numbers don’t seem to add up, except for maybe a couple
of exceptional quarters, in the short run. A couple of other points I 
think are interesting: in spite of our concerns about the trade 
situation and the deficit--and I agree those are the major fundamental 
concerns--weseem to pass over those large deficit items. I think 
that’s because we are concerned more about the longer run: but we pass 
over the really tremendous improvement in the budget deficit this 
fiscal year over the last fiscal year, without a dime’s improvement in 
the current account. The amount of pressure that has been taken off 
has to be relatively substantial. We have gotten no real reduction in 
the current account and a $60 billion dollar reduction in the federal 
budget deficit. That has to be an important factor. Now. whether 
that continues is another matter. I think that is the question. But, 
if anything, we have relieved pressures on the capital import side. 
Maybe we are making up that difference on the domestic growth side and 
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t h e  demands of government a r e  s h i f t i n g  more toward t h e  p r i v a t e  s e c t o r .  
But w e  have s e e n  t h e  d o l l a r  come down and w e  p robab ly  have s e e n  n e t  
c a p i t a l  o u t f l o w s .  

I n  terms of t h e  q u e s t i o n  of l o n g - t e r m  i n t e r e s t  r a t e s .  I t e n d  
t o  t h i n k  t h a t  what h a s  happened i s  m o s t l y  i n f l a t i o n a r y  e x p e c t a t i o n s .  
I t h i n k  l o n g  rates have gone up p r i m a r i l y  due  t o  t h a t .  My p e r s o n a l  
o p i n i o n  i s  t h e y  p robab ly  o v e r s h o t .  and e v e n t u a l l y  t h i n g s  w i l l  s e t t l e  
back down a l i t t l e  i n  t h e  marke t .  A s  I s a i d ,  t h e  f l a t t e n i n g  o f  t h e  
y i e l d  cu rve  from o u r  d i s c o u n t  r a t e  change was somewhat comfor t ing :  
even though we  d i d n ’ t  a c t u a l l y  s e e  a d e c l i n e  i n  l o n g  r a t e s ,  w e  d i d  s e e  
a f l a t t e n i n g .  I d o n ’ t  s e e  a n y t h i n g  o u t  t h e r e  t h a t  would push up t h e  
r e a l  r a t e  d r a m a t i c a l l y .  I t h i n k  some o f  t h a t  i n f l a t i o n a r y
e x p e c t a t i o n - - 1  r e a l l y  d o n ’ t  know how m u c h - - i s  s o r t  o f  a r i s k  premium.
b u t  t h a t  cou ld  be  put  i n  t h e  i n f l a t i o n  e x p e c t a t i o n s  c a t e g o r y .  I d o n ’ t  
see a n y t h i n g  t h a t  shocked t h e  c o s t  o f  c a p i t a l  t h a t  would,  i n  a way. 
r a i s e  t h e  r e a l  i n t e r e s t  r a t e .  I n  o t h e r  words.  I d o n ’ t  see a n y t h i n g
t h a t  h a s  improved r e a l  r e t u r n s  on c a p i t a l  i nves tmen t  d r a m a t i c a l l y .  If 
a n y t h i n g .  t h e  r e p e a l  o f  t h e  inves tmen t  t a x  c r e d i t  i n  t h e  t a x  b i l l  h a s  
reduced r e t u r n s  on equipment:  and t h e r e  p robab ly  h a s  been a n  
improvement i n  t e r m s  of i n v e n t o r i e s  because  of t h e  lower c o r p o r a t e  
r a t e :  b u t .  o v e r a l l ,  I d o n ’ t  see any b i g  shock  t o  t h e  c o s t  o f  c a p i t a l .
S o ,  I t h i n k  it i s  ma in ly  i n f l a t i o n a r y  e x p e c t a t i o n s  and ,  h o p e f u l l y ,  it 
w i l l  r un  o f f  o v e r  t i m e .  

CHAIRMAN GREENSPAN. Governor H e l l e r .  

MR. HELLER. I s t i l l  t h i n k  t h e  ha l lmark  of  t h e  r e c o v e r y  i s  
r e a l l y  a b e t t e r  b a l a n c e  i n  t h e  economy a s  a whole.  The s e c t o r s  t h a t  
have been s t r o n g  i n  t h e  p a s t  a r e  n o t  growing q u i t e  a s  r a p i d l y .  o r  a r e  
a c t u a l l y  s h r i n k i n g .  and I t h i n k  t h a t  i s  someth ing  t h a t  w e  s h o u l d  keep
i n  mind.  If you l o o k .  f o r  i n s t a n c e .  a t  t h e  p r o j e c t i o n s  i n  t h e  
Greenbook f o r  1987 and 1988,  you s t i l l  see q u i t e  a few minus s i g n s .
Durab le s  are  c o n t r a c t i n g  t h i s  y e a r  a t  a 2 . 3  p e r c e n t  r a t e :  nondurab le s  
are o n l y  up 0 . 8  p e r c e n t :  n o n r e s i d e n t i a l  s t r u c t u r e s  a r e  - 2 . 7  p e r c e n t :
r e s i d e n t i a l  s t r u c t u r e s  a r e  - 5 . 5  p e r c e n t :  and f e d e r a l  spend ing  i s  - 3 . 2  
p e r c e n t .  S o ,  t h e r e  a r e  q u i t e  a f e w  s e c t o r s  t h a t  a r e  c e r t a i n l y  n o t  
c h a r a c t e r i z e d  by boom c o n d i t i o n s ,  w h i l e  o t h e r s  l i k e  a g r i c u l t u r a l .  
b u s i n e s s  equipment ,  and s o  on .  a r e  do ing  q u i t e  w e l l .  A s  a r e s u l t .  you 
g e t  t h a t  b e t t e r  b a l a n c e .  A l s o ,  as many s p e a k e r s  p o i n t e d  o u t .  t h e  
g r e a t  improvement i n  f e d e r a l  r evenues .  t o g e t h e r  w i t h  t h e  r e s t r a i n e d  
f e d e r a l  s p e n d i n g ,  r e a l l y  does  a l o t  on t h e  f i s c a l  d e f i c i t  s i d e  and 
b r i n g s  a b e t t e r  b a l a n c e  on t h a t  s c o r e .  I t h i n k  it would be a m i s t a k e  
t o  h o l d  up t h e  d o l l a r  w i t h  f u r t h e r  t i g h t e n i n g  o f  monetary p o l i c y .
because  w e  would be  i n v i t i n g  a slowdown i n  t h o s e  s e c t o r s  t h a t .  a t  t h e  
moment, a r e  r e a l l y  c a r r y i n g  t h e  economy: r e a l  e s t a t e  would be f u r t h e r  
d e p r e s s e d ,  and t h e  c a p i t a l  s e c t o r  would s low down. And, M e  a l s o  need 
t h e  exchange r a t e  change t h a t  i s  p r o j e c t e d  i n  t h e  Greenbook i n  o r d e r  
t o  g e t  t h a t  improvement i n  t h e  t r a d e  b a l a n c e  t h a t  we a r e  a l l  hop ing  
f o r .  

Turn ing  t o  t h e  t h e  l o n g - t e r m  bond q u e s t i o n ,  I a g r e e  w i t h  most 
o f  t h e  t h i n g s  t h a t  have been s a i d  b e f o r e .  b u t  l e t  m e  add one 
a d d i t i o n a l  f a c t o r .  If you l o o k  a t  t h e  i n c r e a s e  i n  i n t e r e s t  r a t e s  t h a t  
w e  have had o v e r  t h e  l a s t  y e a r ,  you see t h a t  t h e r e  were n o t i c e a b l y
s h a r p e r  i n c r e a s e s  i n  t h e  l o n g - t e r m  T r e a s u r y  bonds t h a n  i n  l o n g - t e r m  
mor tgage  bonds and l o n g - t e r m  c o r p o r a t e  bonds .  I would put  a l o t  of 
t h a t ,  which amounts t o  50 t o  100 b a s i s  p o i n t s .  a t  t h e  door  o f  t h e  many 
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d e b t  mora tor iums t h a t  we have h a d ,  o r  t h e  nonrenewal  of t h e  d e b t  
c e i l i n g s ,  i n  t h e  l a s t  f i v e  months .  I t h i n k  there  have  been f o u r  of 
t h o s e  e p i s o d e s :  and t h a t  c e r t a i n l y  must have a c h i l l i n g  e f f e c t ,  
p a r t i c u l a r l y  on f o r e i g n  i n v e s t o r s  who a r e  l o o k i n g  a t  t h e  Uni ted  S t a t e s  
w i t h  a j a u n d i c e d  eye  and p u t t i n g  us i n  t h e  same l e a g u e  w i t h  c o u n t r i e s  
t h a t  c a n ’ t  s e r v i c e  t h e i r  d e b t .  S o ,  t h a t  c e r t a i n l y  h a s  been a f a c t o r  
c o n t r i b u t i n g  t o  h i g h e r  l o n g - t e r m  T r e a s u r y  r a t e s  i n  a d d i t i o n  t o  t h e  
r e a l  i n c r e a s e  and t h e  h i g h  i n f l a t i o n a r y  premium we have had .  

CHAIRMAN GREENSPAN. Governor S e g e r .  

MS. SEGER. I n  a p r i o r  l i f e ,  I worked w i t h  c o r p o r a t e
p l a n n i n g ,  s o  I was j u s t  s i t t i n g  h e r e  t h i n k i n g  o f  t h a t  i n  o u r  
d i s c u s s i o n  t h i s  morning.  F i r s t  of a l l ,  when you work w i t h  c o r p o r a t e  
p l a n n i n g ,  your  b o s s e s  a r e  a lways c h a l l e n g i n g  your  f o r e c a s t s  and t h e y  
w i l l  n o t  a l l o w - - a t  l e a s t  mine d i d n ’ t  a l l o w - - y o u  t o  u t i l i z e  a s i n g l e  
f o r e c a s t .  O r ,  if you d i d .  t h e y  were always wondering abou t  where t h e  
weaknesses  were and whether  o r  n o t  someth ing  might  h i t  them t h a t  would 
p u t  them o u t  o f  b u s i n e s s .  You a r e  n o t  a l lowed t o  b e t  t h e  bank ,  o r  b e t  
t h e  company, on f o r e c a s t s .  S o .  I j u s t  wanted t o  ment ion  a coup le  of 
t h i n g s  t h a t  I t h i n k  we have t o  l o o k  a t  a s  w e  l o o k  ahead .  One t h a t  I 
s o r t  of h i n t e d  a t  it e a r l i e r  i s  whether  o r  n o t  w e  a r e  s u f f i c i e n t l y
i n c o r p o r a t i n g  t h e  i n t e r e s t  moves w e  have a l r e a d y  had i n t o  t h i s  
f o r e c a s t .  And i f  we a r e .  a r e  w e  i n c o r p o r a t i n g  t h e  i n t e r e s t  moves t h a t  
we  e x p e c t  a r e  y e t  t o  come? Also .  t h e r e ’ s  t h e  q u e s t i o n :  what if t h e  
d o l l a r  does  n o t ,  i n  f a c t .  d e c l i n e  more? So much of  1988 depends upon
t h e  t r a d e  t u r n a r o u n d :  and i f  we t h i n k  a weaker d o l l a r  i s  needed t o  
produce a t  l e a s t  p a r t  of  t h a t ,  t h e n  I t h i n k  t h a t  i s  a v u l n e r a b i l i t y  i n  
t h i s  f o r e c a s t .  A l s o ,  and t h i s  h a s  been mentioned by Wayne Angel1 and 
Bob H e l l e r ,  I r e a l l y  t h i n k  we a r e  n o t  paying  much a t t e n t i o n  t o  t h e  
change i n  f i s c a l  p o l i c y .  When you go from a $221 b i l l i o n  d e f i c i t  t o  
$160 b i l l i o n - - a n d  I ’ v e  hea rd  t h i s  morning t h a t  it might  even  come i n  
below $150 b i l l i o n - - t h a t ’ s  a major  change from one y e a r  t o  t h e  n e x t .  
I am n o t  n e c e s s a r i l y  a Keynes ian .  b u t  I do t h i n k  t h e r e  i s  such  a t h i n g  
a s  f i s c a l  p o l i c y ,  and it c e r t a i n l y  works w i t h  a l a g .  I remember t h e  
summer of 1984,  s i t t i n g  a round t h i s  t a b l e  w i t h  many of t h e  peop le  who 
a r e  h e r e  t o d a y ,  and it was v e r y  e a s y  t h e n  t o  s imply  p r o j e c t  t h e  t r e n d s  
of e a r l y  1984. which looked  t remendous ly  s t r o n g .  And. f r a n k l y ,  we 
missed  t h e  f a c t  t h a t  b u s i n e s s  was go ing  t o  s low down: j u s t  abou t  t h e  
t i m e  we t h o u g h t  it was l o o k i n g  most t e r r i f i c  was when we g o t  t h e  9 0 -
d e g r e e  t u r n .  I hope w e  a r e  n o t  d o i n g  t h a t  t o d a y .  

On t h e  i n t e r e s t  r a t e  q u e s t i o n ,  because  I am an o l d  l a d y  I 
remember b e i n g  i n  f i n a n c i a l  marke t s  b e f o r e  i n f l a t i o n  was a b i g  d e a l ,  
main ly  i n  t h e  1960s .  And i n t e r e s t  r a t e s  moved up: one o f  t h e  r e a s o n s  
t h a t  l o n g  governments  moved up i n v o l v e d  s imply  t h e  volume o f  
f i n a n c i n g ,  which i s ,  o f  c o u r s e ,  t i e d  t o  t h e  d e f i c i t .  And. a s  Bob 
H e l l e r  s a i d ,  r e c e n t l y  we have had t h e s e  problems w i t h  bumping up
a g a i n s t  t he  d e b t  c e i l i n g  and postponements  o f  a u c t i o n s .  Then, a l l  of  
a sudden .  Congress  g e t s  r e l i g i o n  and t a k e s  c a r e  o f  t h i s ,  and you g e t
f i v e  a u c t i o n s  pushed t h r o u g h  i n  a v e r y  s h o r t  p e r i o d  of t i m e .  and t h i s  
j e r k s  t h i n g s  a round .  And y e t ,  i f  no one was t a l k i n g  abou t  i n f l a t i o n ,  
I t h i n k  t h a t  would happen. I t  c e r t a i n l y  happened i n  August .  I t ’ s  
p robab ly  go ing  t o  happen a g a i n  i n  t h e  n e x t  c o u p l e  o f  weeks.  A l s o ,  
t h e r e  i s  j u s t  u n c e r t a i n t y  about  w h a t ’ s  go ing  on ,  u n c e r t a i n t y  about  
what we a r e  do ing  h e r e .  I t h i n k  w e  cou ld  h e l p  t h a t  problem i f  we 
r e l e a s e d  t h e  minu tes  e a r l i e r  s o  t h a t  peop le  would n o t  have t o  a n a l y z e  
e v e r y  t e a  l e a f  t o  t r y  t o  f i g u r e  o u t  what we’ re  up t o .  I t h i n k  t h a t  
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c o n t r i b u t e s  t o  t h i s  s i t u a t i o n .  A l s o ,  t h e r e  has  been improvement i n  
communications and i n f o r m a t i o n  f l o w .  If you go back t o  t h e  1 9 6 0 s  and 
1 9 7 0 s .  n o t  e v e r y  pe r son  around America and around t h e  world had a CRT 
on h i s  of h e r  d e s k .  Now e v e r y  g u n s l i n g e r  s i t s  t h e r e  and ,  whereas  t h e y  
used  t o  b e  t o l d  t h a t  t h e  one t h i n g  t o  watch was M 1 .  now t h e y  have  been 
t o l d  t h a t  t h e  one t h i n g  t o  watch i s  t h e  r e l a t i o n s h i p  between t h e  
d o l l a r  and t h e  yen o r  t h e  d o l l a r  and t h e  mark i n  t h e  f o r e i g n  exchange
m a r k e t s .  Most o f  t h e s e  peop le  a r e  n o t  economis t s :  t h e y  a r e  t r a d e r s :  
and you g i v e  them two e a s y  p i e c e s  of  gu idance  and t h a t  i s  what t h e y
t r a d e  on .  So t h e y  c o n t r i b u t e  t o  t h i s  i n s t a b i l i t y ,  I t h i n k ,  a s  you g e t
t h i s  t r a n s m i s s i o n  from t h e  exchange market  i n t o  t h e  bond marke t  w i t h  
t h e  speed  of l i g h t  a l m o s t .  There  a r e  j u s t  a l o t  more p l a y e r s  and I 
d o n ’ t  t h i n k  t h e y  a r e  n e c e s s a r i l y  r e a l l y  weighing  wha t ’ s  go ing  on i n  
t h e  r e a l  economy: and n e i t h e r  do I t h i n k  t h a t  t h e y  a r e  do ing  a 
tho rough  a n a l y s i s  of t h e  i n f l a t i o n a r y  f o r c e s  a t  work o r  n o t  a t  work. 

CHAIRMAN GREENSPAN. Governor K e l l e y .  

MR. KELLEY. Thank you,  M r .  Chairman. I t  seems t o  m e ,  a s  
I ’ v e  l i s t e n e d  t o  t h e  comments made around t h e  t a b l e  t h i s  morning,  t h a t  
t h e r e ’ s  a v e r y .  v e r y  s t r o n g  c e n t r a l i z i n g  c h a r a c t e r  t o  t h e  p r o j e c t i o n s
t h a t  have been made by e v e r y o n e - - t h e  Greenbook and t h e  D i s t r i c t  
f o r e c a s t s .  I t h i n k  t h a t  t h e y  c o n s t i t u t e ,  i n  t h e i r  a g g r e g a t e  wisdom, a 
v e r y  r e s p o n s i b l e  and good f o r e c a s t :  and I a c c e p t  i t .  I would l i k e  t o  

make t h i s  comment: t h e  p r o j e c t i o n s  a r i s e ,  a s  t h e y  mus t ,  from 

c o n v e n t i o n a l  economic a n a l y s i s  and h i s t o r i c a l  e x p e r i e n c e :  and I would 

l i k e  t o  s u g g e s t  t h a t  maybe we shou ld  be a l i t t l e  open and a l e r t  t o  t h e  

p o s s i b i l i t y  t h a t  t h e r e  a r e  some unconven t iona l  and u n t r a d i t i o n a l  

t h i n g s  go ing  on .  S t a n d i n g  back  from t h e  t r e e s  and l o o k i n g  a t  t h e  

f o r e s t ,  I o b s e r v e  t h a t  w e  a r e  abou t  t o  end t h e  f i f t h  y e a r  o f  what h a s  

been c a l l e d  a r e c o v e r y .  I ’ m  n o t  s u r e  how l o n g  you c a l l  something a 

r e c o v e r y ,  b u t  t h i s  one i s  go ing  t o  be  f i v e  y e a r s  o l d  i n  a n o t h e r  coup le  

of months:  and I n o t e  t h a t  a t  t h e  end of  t h e  f i f t h  y e a r  t h e  economy

i s ,  i n  f a c t ,  a c c e l e r a t i n g  and i n f l a t i o n  i s  d e c l i n i n g  by most measures .  

I n f l a t i o n  i s  p r o j e c t e d  t o  i n c r e a s e  f o r  some v e r y  good r e a s o n s .  b u t  

r i g h t  now you’ve  go t  a n  economy t h a t  i s  a c c e l e r a t i n g  and i n f l a t i o n  

t h a t  i s  d e c r e a s i n g - - w h i c h  i s  p r e t t y  u n c o n v e n t i o n a l .  I n d u s t r i a l  

p r o d u c t i o n  i s  go ing  up a t  a n  a c c e l e r a t i n g  r a t e :  unemployment h a s  been 

d r o p p i n g  v e r y  s t r o n g l y  and i s  p robab ly  now somewhere n e a r  i t s  n a t u r a l  

r a t e .  And y e t .  a t  t h e  same t i m e .  we a r e  s e e i n g  v e r y ,  v e r y  s m a l l  

i n c r e a s e s  i n  t h e  u n i t  c o s t s  of p r o d u c t i o n  and a v e r y  f l a t  p roduce r 

p r i c e  i n d e x .  I n  f a c t ,  l a s t  month,  t h e  P P I  was z e r o .  That  seems t o  be  

a l i t t l e  u n c o n v e n t i o n a l  and u n t r a d i t i o n a l .  On t h e  t r a d e  b a l a n c e  and 

t h e  J c u r v e .  we a r e  n o t  g e t t i n g  t h e  e f f e c t s  t h a t  would have been 

e x p e c t e d .  They a r e  s t r e t c h i n g  o u t :  w e  s t i l l  t h i n k  t h e y  a r e  go ing  t o  

be t h e r e ,  b u t  t h a t  has  been behaving  u n c o n v e n t i o n a l l y .  Governor 

Johnson no ted  a few moments ago t h e  f a c t  t h a t  we have t a k e n  $ 6 0  

b i l l i o n  of  f i s c a l  s t i m u l u s  o u t  of  t he  economy, and y e t  none o u t  of  t h e  

t r a d e  d e f i c i t .  And I t h i n k  a l o t  of  peop le  would have been s u r p r i s e d  

ahead o f  t i m e  t h a t  t h o s e  two t h i n g s  cou ld  have c o e x i s t e d .  

I n c i d e n t a l l y .  a s  t h e  economy i s  a c c e l e r a t i n g  i t s  growth r a t e ,  t h a t  i s  

o c c u r r i n g  w h i l e  $ 6 0  b i l l i o n  o f  f i s c a l  s t i m u l u s  i s .  i n  f a c t ,  coming o u t  

o f  t h e  economy. 


I would s u g g e s t  t h e  p o s s i b i l i t y  t h a t  i n f l a t i o n  may behave i n  
an u n t r a d i t i o n a l  way a l s o .  Maybe t h a t  a l s o  w i l l  s t r e t c h  o u t  and n o t  
a c c e l e r a t e .  I a s k  myse l f :  What p o s s i b i l i t y  i s  t h e r e  t h a t  cou ld  occur?  
I s e e  s e v e r a l  p o s s i b i l i t i e s .  They a r e  a l l  s o f t .  and I would h a t e  t o  
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have t o  t r y  t o  defend  any of  them. Bu t ,  f o r  one t h i n g ,  I s u s p e c t  t h a t  
w e  may b e  undermeasur ing  o u r  p r o d u c t i v i t y  i n c r e a s e .  We may be  do ing
b e t t e r  t h a n  we know. I ’ v e  t a l k e d  t o  Mike P r e l l  and some o t h e r s  about  
t h i s  some. I t h i n k  w e  have a much h i g h e r  l e v e l  of m o b i l i t y  i n  t h i s  
economy t h a t  i s  h e l p i n g  us  d e a l  w i t h  imbalances  a s  t h e y  show up .  
r a t h e r  t h a n  j u s t  s u f f e r  from them. For i n s t a n c e ,  i n s t e a d  o f  j u s t
a c c e p t i n g  h i g h e r  wage c o s t s  i n  Bos ton ,  w e  a r e  moving p l a n t s  t o  t h e  
r u r a l  r e g i o n s  of New England where wage c o s t s  a r e  l o w e r .  T h a t ’ s  
m o b i l i t y .  A l o t  o f  banke r s  who a r e  o u t  of  b u s i n e s s  i n  Texas a r e  going  
t o  p l a c e s  where t h e  bank ing  sys t em i s  s t r o n g e r .  T h a t ’ s  m o b i l i t y .
T h e r e ’ s  a l o t  of t h a t  go ing  on and t h a t  d i d n ’ t  used  t o  be  t h e r e .  I 
t h i n k  we may be  i n  an e r a  o f  v e r y  i n t e n s e  c o m p e t i t i o n  from s e v e r a l  
d i f f e r e n t  r e s p e c t s .  For o n e ,  t h e  U . S .  i s  back .  I t h i n k  t h a t  our  
i n d u s t r y  i s  waking up and beg inn ing  t o  compete.  Governor Angel1 spoke 
abou t  t h a t  a f e w  minu tes  ago and I a g r e e  w i t h  him. A l s o ,  t h e r e  a r e  
many more s e r i o u s  c o m p e t i t o r s  i n  t h e  world economy t h a n  j u s t  a f e w  
y e a r s  ago .  They a r e  s e r i o u s  and t h e y  a r e  f i e r c e ,  and I t h i n k  t h a t  i s  
one t h i n g  t h a t  i s  go ing  t o  t e n d  t o  impede t h e  advance  of i n f l a t i o n .  
spoke a t  t h e  l a s t  mee t ing  o f  t h i s  group abou t  what seem t o  me t o  be  
b a s i c  l o n g - r u n n i n g ,  u n d e r l y i n g  d e f l a t i o n a r y  t e n d e n c i e s  i n  t h e  world 
economy. I won’ t  go back  o v e r  t h a t  ground b u t  I do t h i n k  t h e y  a r e  
s t i l l  t h e r e .  A l l  t h i s  i s  t o  s a y  t h a t  I would n o t  q u a r r e l  w i t h  t h e  
p r o j e c t i o n  t h a t  we have o v e r  t h e  n e x t  f i v e  q u a r t e r s ,  b u t  I ’ d  l i k e  t o  
p i q u e  a l i t t l e  i n t e r e s t  maybe--on t h e  p a r t  of some o f  t h e  r e s e a r c h  
d i r e c t o r s  around h e r e ,  and some o t h e r s ,  who a r e  f a r  b e t t e r  a t  t h i s  
s o r t  o f  a n a l y s i s  t h a n  I a m - - t o  s e e  whether  o r  n o t  t h e r e  a r e  some 
d i s c o n t i n u i t i e s  go ing  on t h a t  cou ld  be  f a v o r a b l e  d i s c o n t i n u i t i e s .  
And, I t h i n k  we shou ld  be open t o  t h o s e  s o r t s  o f  p o s s i b i l i t i e s  and 
a l e r t  t o  them. Meanwhile,  I t h i n k  w e  d e f i n i t e l y  have  t o  b e  r eady  t o  
d e a l  w i t h  t h e s e  i n f l a t i o n a r y  e x p e c t a t i o n s  and n o t  l e t  t h a t  g e n i e  o u t  
o f  t h e  b o t t l e  u n n e c e s s a r i l y .  Thank you,  s i r .  

CHAIRMAN GREENSPAN. Thank you,  Governor .  Now l e t ’ s  move on 
t o  Don Kohn. 

MR. KOHN. Thank you,  Mr. Chairman. A s  it t u r n s  o u t .  and 
w i t h  no c o o r d i n a t i o n  ahead  o f  t i m e ,  I swear ,  t h e  i n i t i a l  p a r t  of my
b r i e f i n g  w i l l  d e a l  w i t h  t h e  q u e s t i o n  you asked  and t h e  answer w i l l  
have no more p r e c i s i o n  t h a n  any [ u n i n t e l l i g i b l e ] .  And t h e n  I want t o  
go on and t a l k  abou t  pe rhaps  some of the  i m p l i c a t i o n s  of any i n c r e a s e  
i n  t h e  i n t e r e s t  r a t e s .  [ S t a t e m e n t - - s e e  Appendix.]  

CHAIRMAN GREENSPAN. Thank you ve ry  much. I t h i n k  i t ’ s  
a lmos t  d i n n e r  t i m e ,  s o  l e t ’ s  b r e a k  f o r  c o f f e e !  

[Coffee b reak ]  

CHAIRMAN GREENSPAN. Well. we b e t t e r  g e t  back  t o  t h e  agenda .
AS t o  t h e  g e n e r a l  d i s c u s s i o n ,  I f i n d  myse l f  p robab ly  about  i n  t h e  
middle  o f  much o f  what I have been l i s t e n i n g  t o .  The p o i n t  I would 
make a t  t h e  moment i s  t h i s :  w h i l e  t h e  economy i s  c l e a r l y  q u i t e  s t r o n g ,  
I t h i n k  t h e  o r d e r s  p a t t e r n  and a l l  t h e  v a r i o u s  e l emen t s  w e  u s u a l l y
look  a t  a r e  f a i r l y  ba l anced :  t o  a c e r t a i n  extent  t h e  o u t l o o k  i s  b e i n g
g iven  t o  us f a r  more c o n c r e t e l y  t h a n  it u s u a l l y  i s .  T h i s  i s  more 
c l a s s i c  t h a n  one r e a l i z e s .  I g r a n t  what Mike K e l l e y  i s  s a y i n g :  t h a t  
t h e r e  i s  someth ing  d i f f e r e n t .  There i s  always someth ing  d i f f e r e n t :  
someth ing  t h a t  does  n o t  l o o k  l i k e  a l l  t h e  p r e v i o u s  ones .  There  i s  
neve r  a n y t h i n g  i d e n t i c a l .  and it i s  always a puzz lement .  But t h e r e  i s  

I 
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nothing very unusual about this one. And, it seems to have fairly

good momentum. The main issue, however, which I think Governor Angell

mentioned, is that we do not yet have any evidence of actual 

inflation. By that I mean as distinct from expected indicators. The 

numbers really are remarkably soft. While we can anticipate the 

elements of labor tightening--and I think it is probably quite correct 

to say that we would expect wage acceleration to occur and labor costs 

to run up--thathas not yet happened. And what that suggests to me is 

that. while we are tight and are likely to get tighter. we haven’t yet

triggered anything. I think that the time frame in which these events 

will occur is often somewhat difficult to pin down, and I mean by that 

on both sides. It is quite conceivable that three weeks from now we 

will all of a sudden begin to get some stories of significant wage 

patterns emerging. The Wall Street Journal will usually show up on 

the front page with a real [unintelligible] of stories about prices.

profits, inflation, and the like, and that could very well be the 

first indication that something is happening. The point is that no 

one can write that story at the moment: it is not in the numbers. 


Consequently, as far as policy is concerned, where we are at 
the moment strikes me as quite appropriate to the outlook. I don’t 
feel terribly strongly about it, but I would be inclined to start off 
merely by assuming that we stay at “B“, and that we stay with the $600 
million on the borrowing requirement, if for no other reason than it 
is not a significant edging higher from where-we are currently. There 
is very little doubt in my mind that we can do nothing to the extent 
of the accumulation of economic activity that is occurring. But I 
think it does position us in the appropriate place. Having said that, 
I don’t see the need to phrase the directive. as we did the last time,
with a tilt toward further tightness. I think for the moment it is 
probably well enough to stay basically where we are. I don’t know 
where that will fit me in the rest of this group, but I’d love to 
hear. Mr. Vice Chairman, would you like to voice your opinion? 

VICE CHAIRMAN CORRIGAN. I’d be completely satisfied with 

that formulation--thatis, staying with $600 million borrowing and 

using symmetric language. In a nutshell, I think that is where policy

should be. 


CHAIRMAN GREENSPAN. That’s what? 


VICE CHAIRMAN CORRIGAN. In a nutshell, I genuinely think 

that is precisely where policy should be. 


CHAIRMAN GREENSPAN. President Boykin. 


MR. BOYKIN. That’s my policy prescription four square. 


CHAIRMAN GREENSPAN. Governor Angell. 


MR. ANGELL. I am with the Chairman. 


CHAIRMAN GREENSPAN. Mr. Boehne. 


MR. BOEHNE. I support your proposition. 


MR. GUFFEY. Mr. Chairman. I would support the proposition.
I would prefer, however, to drop back to the $500 million borrowing 
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l e v e l .  You s a i d  it doesn’ t  t ake  us much from where we a r e  cu r ren t ly .
but i f ,  indeed, $100 mi l l i on  equates  t o  about 1 / 4  percent  [on t h e  
f e d e r a l  funds r a t e ]  you a r e  looking a t  l e a s t  a t  t h a t  amount more y e t  
t o  t ake  p lace  t h a t  t h e  market has not perceived. And, s ince  t h e  
market doesn’ t  know w e  have been a t  $600 m i l l i o n ,  t h e  $500 m i l l i o n  
seems more appropr ia te  t o  me, and t h a t  would be my choice.  

CHAIRMAN GREENSPAN. Governor He l l e r .  

MR. HELLER. I f u l l y  agree with t h e s e  l a s t  remarks. I t h i n k  
we a r e  a t  $500 mi l l i on  and, t h e r e f o r e .  we should probably s t a y  around 
$500 mi l l i on  r a t h e r  than  do f u r t h e r  t i gh ten ing .  Let me make one 
f u r t h e r  remark: some da ta  t h a t  I have j u s t  sc ra tched  up i n d i c a t e  t h a t .  
yes ,  t h e r e  have been [ s imi l a r ]  episodes before .  A s  a mat te r  of  f a c t .  
t h e r e  i s  a p rec i se  dup l i ca t ion  of our cu r ren t  s i t u a t i o n  a s  f a r  a s  t h e  
exchange r a t e  changes a r e  concerned. And t h a t  i s  t h a t  Germany and 
Japan, between 1980 and 1985. had exac t ly  t h e  same drop i n  exchange 
r a t e s .  What was t h e i r  pol icy? The discount  r a t e  was lowered i n  Japan
f r o m  7 - 1 / 4  percent  i n  1980 t o  5 percent  i n  1985: i n  Germany it dropped
from 7 - 1 1 2  percent  t o  4 percent  i n  t h a t  period of  dec l in ing  exchan e 
r a t e s .  I n t e r e s t  r a t e s  on three-month money dropped f rom 11 t o  6 - 1  72 
percent  i n  Japan and from 9 t o  5 percent  i n  Germany. A s  f o r  t h e  one 
t h i n g  t h a t  w e  a l l  worry a b o u t - - i n f l a t i o n - - t h e  C P I  i n  1980 i n  Japan was 
8 percent  and i n  1985 it was 2 percent :  i n  Germany it went from 5 . 4  t o  
2 . 2  percent .  S o ,  I don’ t  t h i n k  t h a t  t h e  exchange r a t e  r e a l l y  should 
be d r i v i n g  our pol icy .  And i n  Germany and Japan,  which success fu l ly  
navigated t h a t  per iod ,  t h e  exchange rate c e r t a i n l y  wasn’t t aken  a s  a 
cause t o  t i g h t e n  monetary pol icy .  

CHAIRMAN GREENSPAN. I n  t h e  t ime frame you were looking a t ,  
were they  down more than  we were i n  r e a l  terms i n  t h a t  time? 

MR. HELLER. In  r e a l  terms what? 

CHAIRMAN GREENSPAN. I n  o the r  w o r d s .  t h e  d i f f e r e n t i a l  between 
U.S.  r a t e s  and German and Japanese r a t e s  i n  t h e  t ime frame. 

MR. TRUMAN. Their  long-term r a t e s  e s s e n t i a l l y  r o s e  dur ing  
t h a t  per iod.  

MR. HELLER. They what? 

MR. TRUMAN. Their  long-term r e a l  i n t e r e s t  r a t e s  rose during 
t h a t  per iod.  

MR. HELLER. Real i n t e r e s t  r a t e s  you a r e  saying? I haven’t  
looked a t  r e a l  r a t e s :  s o  f a r  they  have always been-­

CHAIRMAN GREENSPAN. Ours were coming down very s i g n i f i c a n t l y  
a t  t h e  same t ime,  s o  it i s  r e a l l y  a quest ion o f  [ d i f f e r e n t i a l s ] - ­
although I don’ t  d i sag ree  with you. a s  you know, on t h e  s ta tement  you
made on t h e  exchange r a t e s  a t  t h i s  po in t .  

MR. HELLER. So t ak ing  t h a t  i n t o  account--and f o r  me it i s  
important n o t  t o  ge t  over ly  t i g h t  on t h e  exchange r a t e  ques t ion - - I
would go with t h e  $500 m i l l i o n .  which i s  cu r ren t  po l i cy ,  I would 
argue.  
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CHAIRMAN GREENSPAN. P r e s i d e n t  S t e r n .  

MR. STERN. I would f a v o r  "B"  a s  you s p e c i f i e d  i t .  i n c l u d i n g  
t h e  $600  m i l l i o n  bor rowing  t a r g e t .  And I t h i n k  I would have a t  l e a s t  
a mi ld  p r e f e r e n c e  f o r  r e t a i n i n g  t h e  c u r r e n t  asymmetry i n  t h e  d i r e c t i v e  
f o r  two r e a s o n s .  One i s .  a s  you have p o i n t e d  o u t ,  w e  r e a l l y  c a n ' t  
f i n d  c o n c r e t e  s i g n s  of a c c e l e r a t i o n  o f  i n f l a t i o n  i n  t h e  p r i c e  o r  wage 
d a t a  y e t .  And t h a t .  it seems t o  me, g i v e s  us  an o p p o r t u n i t y  t o  do 
pe rhaps  a l i t t l e  b e t t e r  on t h e  i n f l a t i o n  s i d e  t h a n  t h e  Greenbook 
s u g g e s t s - - t o  lower i n f l a t i o n  n e x t  y e a r ,  i f  we a r e  a b i t  c a r e f u l  h e r e :  
and I t h i n k  t h a t  asymmetry i n  t h e  d i r e c t i v e  would h e l p  on t h a t  s c o r e .  
A l s o ,  a s  I t h i n k  about  t h e  n e a r - t e r m  o u t l o o k - - t h e  n e x t  s i x  weeks o r  
s o - - i t  seems t o  m e  t h e  r i s k s  a r e  s t i l l  l i k e l y  t o  be i n  terms o f  d o l l a r  
weakness ,  o r  some d i s r u p t i o n s  i n  t h e  bond market  t h a t  produce h i g h e r  
l o n g - t e r m  r a t e s  [ a s s o c i a t e d  w i t h ]  s i g n s  of  t i g h t e n i n g  l a b o r  marke t s  
and growing conce rns  abou t  a c c e l e r a t i o n  of  i n f l a t i o n  down t h e  r o a d .  
The asymmetr ic  d i r e c t i v e  p o s i t i o n s  us  b e t t e r  shou ld  t h a t  m a t e r i a l i z e .  
and ,  a s  I s a i d ,  t h a t ' s  more l i k e l y  t o  be  t h e  r i s k  i n  t h e  v e r y  s h o r t  
run .  

CHAIRMAN GREENSPAN. Do you t h i n k  w e ' l l  s e e  it i n  some of  t h e  
d a t a  b e f o r e  t h e n  o r  j u s t  i n  q u a l i t a t i v e - . ?  

MR. STERN. I doubt  t h a t  we would s e e  it i n  t h e  wage o r  p r i c e
d a t a  i n  t h a t  t i m e  h o r i z o n .  

CHAIRMAN GREENSPAN. So it i s  r e a l l y  a q u e s t i o n  o f  t h e  
ev idence  t h a t  emerges b e f o r e  t h e  numbers b e g i n  t o  show? 

MR.  STERN. R i g h t .  And p e o p l e ' s  a t t i t u d e s  abou t  what i s  
u n f o l d i n g .  

CHAIRMAN GREENSPAN. S i  Keehn. 

MR. KEEHN. I a g r e e  w i t h  a l t e r n a t i v e  B ,  and I have a 
p r e f e r e n c e .  a t  l e a s t ,  f o r  t h e  a symmet r i ca l  l anguage  a s  i t  i s  
c u r r e n t l y .  A l s o ,  i f  t h e r e  were going  t o  be a b i a s ,  t h e n  I suppose t h e  
b e s t  nuance f o r  t h e  b i a s  abou t  borrowing would be  up r a t h e r  t h a n  down 
from t h e  $ 6 0 0  m i l l i o n  l e v e l .  But I do t h i n k  changing  t h e  f e d  funds  
range  from 5 t o  9 p e r c e n t  pe rhaps  would accompl ish  t h a t  b i a s .  

CHAIRMAN GREENSPAN. So y o u ' r e  go ing  l o o k  a t  "B"  , $600  
m i l l i o n ,  and you p r e f e r  a tilt upward? 

MR. KEEHN. R i g h t .  I would be  f o r  "B"  , $600 m i l l i o n ,  and a 
b i a s  upward. 

CHAIRMAN GREENSPAN. P r e s i d e n t  F o r r e s t a l .  

MR. FORRESTAL. M r .  Chairman, my p r e f e r e n c e  i s  t o  m a i n t a i n  
t h e  c u r r e n t  s t a n c e  o f  monetary p o l i c y  and I i n t e r p r e t  your  f o r m u l a t i o n  
a s  b e i n g  somewhat of  a t i g h t e n i n g ,  a l b e i t  f a i r l y  s l i g h t .  The r eason  I 
would l i k e  t o  m a i n t a i n  a c u r r e n t  s t a n c e  a t  t h e  moment i s ,  f i r s t  of  
a l l ,  a s  you 've  i n d i c a t e d ,  w e  d o n ' t  r e a l l y  s e e  any ev idence  of 
i n f l a t i o n  i n  t h e  numbers.  B u t ,  more i m p o r t a n t l y ,  a s  I t h i n k  I s a i d  
e a r l i e r .  o v e r  t h e  nex t  s e v e r a l  weeks w e  a r e  go ing  t o  g e t  some numbers 
t h a t  might  produce more v o l a t i l i t y  i n  t h e  marke t .  We have t h i s  
l i n k a g e ,  a p p a r e n t l y ,  between t h e  f o r e i g n  exchange marke t  and t h e  bond 
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marke t :  i f  we g e t  a bad t r a d e  number a g a i n .  we p robab ly  a r e  go ing  t o  
see a f a l l  i n  t h e  d o l l a r ,  and t h a t  w i l l  be t r a n s l a t e d  i n t o  h i g h e r  bond 
y i e l d s .  And t h a t  s u g g e s t s  t o  m e  t h a t .  a t  t h a t  p o i n t ,  w e  may need t o  
t i g h t e n  a l i t t l e :  and I would p r e f e r  t o  w a i t  u n t i l  t h a t  t i m e  t o  do 
a n y t h i n g .  S o ,  my d i f f e r e n c e  w i t h  you i s  f a i r l y  s l i g h t ,  I t h i n k :  my
f o r m u l a t i o n  would be  f o r  bor rowing  a t  between $500 and $600 m i l l i o n ,  
w i t h  t h e  c e n t e r  o f  g r a v i t y  p robab ly  i n  between t h e r e ,  and a n  
asymmetr ic  d i r e c t i v e  t o  t a k e  accoun t  o f  what I t h i n k  i s  go ing  t o  
happen and o u r  need t o  t i g h t e n .  

CHAIRMAN GREENSPAN. You're  s a y i n g  "B"  w i t h  $500  m i l l i o n  b u t  
a tilt upward? 

MR.  FORRESTAL. Yes,  a tilt upward. I t ' s  a "B+" w i t h  an 
asymmetr ic  d i r e c t i v e .  T h a t ' s  c a l l e d  f i n e  t u n i n g .  

CHAIRMAN GREENSPAN. I must s a y  I ' m  l e a r n i n g  a new vocabu la ry  
s i t t i n g  i n  on t h e s e  m e e t i n g s .  

MR. BOEHNE. You have o n l y  begun,  I might  s a y .  

CHAIRMAN GREENSPAN. We a b r o g a t e  t h e  E n g l i s h  language  e v e r y
t i m e  I come h e r e ,  it seems.  P r e s i d e n t  P a r r y .  

MR. PARRY. M r .  Chairman. a t  t h i s  m e e t i n g ,  I c e r t a i n l y  cou ld  
s u p p o r t  a l t e r n a t i v e  B .  b u t  I do have a p r e f e r e n c e  f o r  a l t e r n a t i v e  C .  
f o r  many o f  t h e  r e a s o n s  t h a t  I mentioned i n  t h e  go around.  The 
p r o s p e c t ,  i n  my v iew,  i s  f o r  growth i n  a g g r e g a t e  demand a t ,  o r  above ,  
l o n g - r u n  p o t e n t i a l .  Given t h e  f a c t  t h a t  t h e  economy i s  o p e r a t i n g  i n  
t h e  zone of f u l l  employment, t h i s  s t r e n g t h  i n  demand, i n  combina t ion  
w i t h  t h e  d e c l i n i n g  v a l u e  o f  t h e  d o l l a r  can  be  expec ted  t o  p u t  upward 
p r e s s u r e s  on p r i c e s .  Also .  growth i n  l a b o r  c o s t s ,  which i s  p a r t  of 
o u r  f o r e c a s t  and t h a t  o f  t h e  Board s t a f f ' s  a s  w e l l ,  shou ld  l e a d  t o  an 
u n d e r l y i n g  i n f l a t i o n  r a t e  t h a t  i s  h i g h e r  i n  1988.  Moreover ,  t h i s  
i n f l a t i o n  p r o s p e c t  cou ld  be  s i g n i f i c a n t l y  worsened if t h e  expec ted
r e d u c t i o n  i n  F e d e r a l  government spending  does  n o t  m a t e r i a l i z e .  Given 
t h a t  i t  t a k e s  a l o n g  t i m e  f o r  our  a c t i o n s  t o  a f f e c t  i n f l a t i o n .  it i s  
i m p o r t a n t .  i n  my v iew,  t h a t  we n o t  d e l a y  u n t i l  i n f l a t i o n  a l r e a d y  shows 
s i g n s  o f  becoming more p e r s i s t e n t .  F i n a l l y ,  I ' d  make t h e  p o i n t  t h a t ,  
if I r e a d  f o o t n o t e  1 on page 10  c o r r e c t l y ,  it l o o k s  t o  m e  l i k e ,  i n  t h e  
n o t  t o o  d i s t a n t  f u t u r e ,  a l t e r n a t i v e  C i s  assumed by t h e  Greenbook, a s  
it i s  i n  o u r  f o r e c a s t .  So when we t a l k  about  t h e  economy and i t s  
pe r fo rmance ,  and p a r t i c u l a r l y  t he  Greenbook f o r e c a s t ,  p l e a s e  keep i n  
mind t h a t  t h a t  assumes a l t e r n a t i v e  C i n  t h e  n o t  t o o  d i s t a n t  f u t u r e .  
A t  l e a s t  t h a t ' s  t h e  way I r e a d  t h a t  f o o t n o t e .  

CHAIRMAN GREENSPAN. The a s sumpt ion ,  of  c o u r s e ,  i s  t h a t  you 
a g r e e  w i t h  t h a t  f o r e c a s t .  Governor S e g e r .  

MS. SEGER. I am i n  f a v o r  o f  no change i n  t h e  r e s e r v e  
p r e s s u r e .  which I guess  i s  n o t  r e a l l y  a s t a t e d  o p t i o n :  I am somewhat 
between "A" and "B", $500 m i l l i o n  bor rowing  t a r g e t ,  and I would p r e f e r
symmet r i ca l  l a n g u a g e .  

CHAIRMAN GREENSPAN. Governor K e l l e y .  

MR. KELLEY. Mr. Chairman, I t h i n k  t h a t  i n  t h e  s h o r t  run  t h e  
r i s k s  t h a t  w e  have  here i n  t he  i n f l a t i o n  a r e a  a r e  more e x p e c t a t i o n s  
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than anything else, and we should maintain a posture against that, and 
move against that. I think the economy can handle the slight
tightening that going on to $600 million in borrowing would imply. So 
I favor "B" with $600 million, and would like to see symmetrical
language. 

CHAIRMAN GREENSPAN. Thank you. President Black. 


MR. BLACK. Mr. Chairman, you might think in view of how I 
stressed the unacceptability of the forecast for next year that I 
would be advocating "C" as Bob Parry did, but I really think the steps 
we have taken already have been pretty strong. In fact, we haven't 
even implemented all we agreed to do last time, so I would not favor 
anything beyond "B". particularly since I think that there has been a 
rise in real rates. Also. we have had pretty subdued behavior on the 
part of the aggregates. But I wouldn't want the symmetrical part of 
it because I just don't see the likelihood that we would want to ease 
during this period. As a general rule. I'd rather it be Symmetrical
because I don't think we usually know: but I think something would be 
read into it if we eliminated the asymmetry this time. 

CHAIRMAN GREENSPAN. Thank you. Governor Johnson. 


MR. JOHNSON. I am sort of caught between the $500 and $600  
million, but I am basically comfortable with alternative B with 
symmetric language. I had thought about $500 million with a tilt 
toward tightening for the same reasons that Bob Forrestal mentioned: 
there is something in that, too. But I don't feel strongly either 
way. I would appeal to Peter. though. that in maintaining $600 
borrowing--which I think is fine--weought to do that as smoothly as 
possible. and not give any obvious signals that might confuse the 
market into thinking that this is a tightening move. It is going to 
be perceived that way by some anyway, but I think that we ought to try 
to do it in as smooth a fashion as possible. 

CHAIRMAN GREENSPAN. President Melzer. 


MR. MELZER. I would align myself with Bob Forrestal's 
position: "B", with a $500 million borrowings target and asymmetric
language. The main thing that is influencing me is a longer-term view 
and. I guess, trying not to get out of position. And I think Bob 
Black said it: any way you look at this--whether you look at rates, at 
the provision of reserves, or at the behavior of the aggregates--over
the course of this year. we have taken some significant steps. And I 
am not quite sure. as I expressed earlier. what the impact of that is 
going to be. But. being an old market participant, when everybody
thinks the same there's a chance that it won't work out that way.
Sometimes you get a little afraid of a consensus that is apparently
that strong. Having said all that, I could certainly accept "B", with 
a $600 million borrowing target and symmetric language. But I have a 
slight preference for the position Bob Forrestal mentioned. 

CHAIRMAN GREENSPAN. Vice President Hendricks, would you like 

to comment? 


MR. HENDRICKS. Our preference would be to line up fairly
closely with Si Keehn's suggestion on the decision. We would go with 
$600 million, but would lean on the side of  further tightening. 
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CHAIRMAN GREENSPAN. Vice President Eisenmenger. 


MR. EISENMENGER. I support you, Mr. Chairman: $600 million 

and a symmetric directive. 


CHAIRMAN GREENSPAN. Well. it is clear that there is a fairly
strong consensus here for alternative B. at $600 million on borrowing;
there is a small support amongst the voting members for a tilt toward 
something stronger in the language, and something on the other side. 
I, personally, would go along with those vague notions of Governor 
Johnson on the issue of not fighting the world to try to get $600 
million in this maintenance period, because it may be a futile 
endeavor. It may, in fact, give signals, which is a point that 
Governor Seger raised earlier in this meeting that struck me as a 
reason not to specifically fight that number. But. as I read the 
instructions that I've just been given, the language apparently should 
read: "In the implementation of policy for the immediate future, the 
Committee seeks to maintain the degree of pressure on reserve 
positions sought in recent weeks. Somewhat greater or somewhat lesser 
reserve restraint would be acceptable depending on indications of 
inflationary pressures. strength in the business expansion,
developments in foreign exchange markets, as well as the behavior of 
the aggregates. This approach is expected to be consistent with 
growth in M2 and M3 over the period from August to December at annual 
rates of around 4-1/2 percent and 6 percent, respectively. M1 is 
expected to continue to grow relatively slowly. The Chairman may call 
for Committee consultation if it appears to the Manager for Domestic 
Operations that reserve conditions during the period before the next 
meeting are likely to be associated with a federal funds rate 
persistently outside a range of 5 to 9 percent." 

MR. HELLER. Mr. Chairman. did you have symmetric language in 

there? 


MR. JOHNSON. Yes, it's in there. 


CHAIRMAN GREENSPAN. Symmetric language. 


MR. HELLER. I didn't catch it. 


MR. JOHNSON. It's "would" either way. 


MR. HELLER. Are they both "somewhat"? 


MR. KELLEY. Both "somewhat" and both "would". 


CHAIRMAN GREENSPAN. "Somewhat greater or somewhat lesser 

reserve restraint would be acceptable depending on--" 


MR. KOHN. My comment, and it's my fault for putting it in 

the Bluebook. is that the 4-1/2 percent for M2 sounds excessively

precise to me. given my knowledge of how these forecasts are put

together. I shouldn't have put it in there, I guess, and I wonder 

whether 


CHAIRMAN GREENSPAN. You mean you would be precise for us but 

for the public you don't choose to be precise? 
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MR. KOHN. Yes. I wonder whether  growth r a t e s  of from 4 t o  6 
p e r c e n t  o r  something l i k e  t h a t  wou ldn ' t -

CHAIRMAN GREENSPAN. You mean f o r  b o t h  a g g r e g a t e s ?  

VICE CHAIRMAN CORRIGAN. Yes. 

MR. KOHN. Yes. wouldn ' t  t h a t  c a p t u r e  t h e  s p i r i t ?  Wel l ,  4 t o  
6 p e r c e n t  would encourage - .  

CHAIRMAN GREENSPAN. In o t h e r  words you 'd  s a y  " c o n s i s t e n t  
w i t h  growth i n  M2 and M3 over  t h e  p e r i o d  from August t h rough  December 
a t  annua l  r a t e s  of between 4 and 6 p e r c e n t . "  

MR. ANGELL. I l i k e  "around" 4 and 6 . -

CHAIRMAN GREENSPAN. Well, no.  "Around" means a n u m b e r - - t h a t  
t h e r e ' s  on ly  one number t h e r e .  

MR. JOHNSON. I t  s a y s  r e s p e c t i v e l y ,  bu t  you would t a k e - -

MR. ANGELL. I know, b u t ,  Don. you have a d i f f e r e n t  number 
f o r  M3 t h a n  you do f o r  M2. d o n ' t  you? 

MR. KOHN. Y e s .  i t ' s  6 p e r c e n t  f o r  M3 and 4-1/2 p e r c e n t  f o r  
M2. 

MR. ANGELL. See, r e a l l y .  around 4. and around 6 

CHAIRMAN GREENSPAN. Oh. I see.  Around 4 and around 6. Is 
t h a t  what y o u ' r e  s a y i n g ?  

MR. JOHNSON. Yes. 

MR. KOHN. No. I was a c t u a l l y  t h i n k i n g  o f  4 t o  6 ,  go ing  t o  a 
r a n g e ;  b u t  around 4. around 6 would b e - ­

CHAIRMAN GREENSPAN. You mean 4 t o  6 p e r c e n t  f o r  bo th?  


MR. KOHN. Yes. 


CHAIRMAN GREENSPAN. T h a t ' s  what I t hough t  you s a i d .  


MR. ANGELL. But y o u ' r e  a c t u a l l y  a n t i c i p a t i n g  4-1/2 p e r c e n t  

and y o u ' r e  a n t i c i p a t i n g  6 p e r c e n t .  

MR. KOHN. T h a t ' s  c o r r e c t .  

MR. ANGELL. I s t i l l  t h i n k  you could  miss q u i t e  e a s i l y  w i t h  a 
between 4 and 6 .  

MR. JOHNSON. You want t o  s a y  4 t o  6 p e r c e n t  f o r  t h e  M2? 

MR. ANGELL. I j u s t  asked h im--

MR. KOHN. Governor A n g e l l ' s  s u g g e s t i o n  would be f i n e .  

CHAIRMAN GREENSPAN. What d i d  h e  s a y ?  
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MR. KOHN. Around 4 p e r c e n t  and around 6 p e r c e n t .  
r e s p e c t i v e l y .  

CHAIRMAN GREENSPAN. So be i t .  Around 4 p e r c e n t  and around 6 
p e r c e n t .  r e s p e c t i v e l y .  

MS. SEGER. When t h e  minu tes  come o u t  do you t h i n k  a l o t  
would b e  made o f  t h e  f a c t  t h a t  t h e  f e d  funds  r ange  h a s  been moved? I 
can  j u s t  s e e  someone l o o k i n g  a t  t h a t  and s a y i n g  "Well .  c l e a r  t h e  decks  
f o r  t h e  n e x t  b i g  t i g h t e n i n g  of t h e  sc rews :  b a t t e n  down t h e  h a t c h e s . "  

SPEAKER(?). Wel l ,  w e  r e a l l y  d i d n ' t .  

CHAIRMAN GREENSPAN. We have set  a r ange  t h a t  i s  r e a l l y
mere ly  p l u s  o r  minus 2 p e r c e n t  f rom-­

MS. SEGER. I know, b u t  peop le  p i c k  a t  e v e r y t h i n g  t h a t  goes
down h e r e :  and I can  j u s t  see a b i g  d e a l  b e i n g  made of  t h i s  move. 

MR. ANGELL. But q u i t e  o f t e n  we r e a l l y  a t t e m p t  t o  k ind  o f  
keep it c e n t e r e d ,  d o n ' t  we? We d o n ' t  l i k e -

MR. JOHNSON. T h i s  i s  what would have been c o n s i s t e n t  w i t h  
$600 m i l l i o n  bo r rowings ,  even b e f o r e .  I t h i n k .  

CHAIRMAN GREENSPAN. Yes,  b u t  t h e  i n t e r e s t i n g  i s s u e  would be :  
i f  w e  a r e  now a t  7 o r  7 - 1 1 4  p e r c e n t  and t h e n  we came i n  w i t h  t h e  o l d  5 
t o  8 p e r c e n t  r a n g e ,  t h e n  I t h i n k  t h a t  would r e a l l y  be a b i g  s i g n a l .  

MR. JOHNSON. 4 t o  8. 

CHAIRMAN GREENSPAN. But 4 t o  8 would e s s e n t i a l l y  be s a y i n g
t h a t - - .  You know. I t h i n k  t h i s  r e a d s  p e r f e c t l y .  I t h i n k  t h i s  
b a s i c a l l y  s a y s  w e  a r e  a l r e a d y  h e r e  and we a r e  n o t  go ing  anywhere.  

MR. KOHN. In t he  p a s t  when w e  have done t h i s ,  w e  have  
e x p l a i n e d  it a s  a t e c h n i c a l  ad jus tmen t  t o  keep t h e  a c t u a l  r a t e s  more 
c l o s e l y  c e n t e r e d  around t h e r e .  

MS. SEGER. So t h e r e  w i l l  be an e x p l a n a t i o n ?  

MR. KOHN. Yes. t h e r e  would be some e x p l a n a t o r y  s e n t e n c e  

MR. ANGELL. B u t ,  I do t h i n k  i t  i s  somewhat i m p o r t a n t  t h a t  we 
f o l l o w  t h a t  s u g g e s t i o n  of e a s i n g  i n  t o  t h e  $600  m i l l i o n  s o  a s  n o t  t o  
cause  t h e  marke t s  t o  b e l i e v e  t h a t  we have made a p o l i c y  change a t  t h i s  
mee t ing .  

CHAIRMAN GREENSPAN. Yes, I t h i n k  t h e  g e n e r a l  l anguage  on t h e  
a c t i o n s  we a r e  t a k i n g  b a s i c a l l y  would i n d i c a t e  t h a t  w e  d i d  n o t h i n g  a t  
t h i s  m e e t i n g .  

MR. ANGELL. Yes. 

CHAIRMAN GREENSPAN. As I h e a r  t h e  d i s c u s s i o n ,  t h a t  i s  where 
we want t o  b e .  
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MR. BLACK. Could we rephrase that and say we did not change

policy rather than we did nothing? 


MR. MELZER. Although there will be a perception for a while 

that we did. I think. as the $600 million shows through-. 


MR. KELLEY. Sure. 


MR. JOHNSON. Well, Peter’s skills will take care of that. 


SPEAKER(?). Good. 


MR. ANGELL. Yes. we have watched him before, and he just

knows how to do that. 


MR. KEEHN. Not really [unintelligible] instructions: it 

means he will just,do it. 


MR. GUFFEY. But he hasn’t been too well the last two 

maintenance periods, have you. Peter? 


MR. STERNLIGHT. I haven’t been very good. 


CHAIRMAN GREENSPAN. Unless there are further comments can we 

vote? 


MR. BERNARD. 

Chairman Greenspan

Vice Chairman Corrigan

Governor Angel1

President Boehne 

President Boykin

Governor Heller 

Governor Johnson 

President Keehn 

Governor Kelley

Governor Seger

President Stern 


Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 

Yes 


END OF MEETING 



